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CASE 98- G- 1357

| NTRODUCTI ON. AND PROCEDURAL HI STORY
I n Septenber 1998, we announced our intention to

undertake, beginning in January 1999, a conprehensive

reexam nation of the unbundl ed network el enent (UNE) rates of
Verizon New York Inc. f/k/a Bell Atlantic-New York,' as set in
the First Network El enents Proceeding. (That case is referred
to as "the First Elenents Proceeding"” or, sinply, "the First
Proceeding.")? This ensuing case has had a | ong and conpl ex
procedural history, including various interimmeasures and
extensions of deadlines in response to pertinent federal court
deci sions and a delay of several nonths in the aftermath of the
Septenber 11 attack on New York and of settlenent efforts
descri bed below. Only the broad outlines of that history wll
be recounted here.

On the basis of an initial collaborative process
facilitated by Departnent of Public Service Staff, the
proceedi ng was divided into three nodul es: Directory Database
(DDB); Collocation; and Unbundl ed Network El ements (UNES)
generally.® The first two nodul es cul minated in decisions issued

1 Cases 95-C-0657 et al., First Network El ements Proceeding,
Order Denying Motion to Reopen Phase 1 and Instituting New
Proceedi ng (i ssued Septenber 30, 1998). Except where clarity
otherwi se requires, Verizon is referred to as such throughout
this order, even in references to matters that predate the
nane.

The First Elenments Proceedi ng conprised four phases,

desi gnat ed "Resal e" and Phases 1, 2, and 3, as foll ows.
Resal e: Opinion No. 96-30 (issued Novenber 27, 1996). Phase
1 (network elenments generally): Opinion No. 97-2 (issued
April 1, 1997); rehearing, Opinion No. 97-14 (issued
Septenber 22, 1997). Phase 2 (primarily Operations Support
Systens and Nonrecurring Charges): Opinion No. 97-19 (issued
Decenber 22, 1997); rehearing, Opinion No. 98-13 (issued
June 8, 1998). Phase 3 (various issues, including
collocation): Opinion No. 99-4 (issued February 22, 1999);
rehearing, OQpinion No. 99-9 (issued July 26, 1999). The
phases and their opinions are referred to as "Phase 1,"
"Phase 2 Rehearing Qpinion," etc., wthout further

speci fication.

3 Case 98-C 1357, Ruling on Scope and Schedul e (issued June 10,
1999) .
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CASE 98- G- 1357

during the first half of last year.* During the course of the
proceedi ng, special expedited tracks were established for
consideration of certain digital subscriber Iine (DSL) rates and
line sharing rates; those, too, have been concluded.”®> In several
i nstances, issues raised in those earlier nodul es and tracks
gave rise to matters considered further here.

Initial testinony in Module 3 was originally schedul ed
to be filed in Decenber 1999, with hearings to begin in February
2000. For a variety of reasons, including the broad scope of
t he proceeding, the need to take account of actions by the FCC
and of a federal court decision, and the strike by Verizon
enpl oyees during August 2000, that schedul e was extended on
several occasions, and hearings were ultimately held in Decenber
2000. The only one of these factors that warrants specific note
here is the decision of the United States Court of Appeals for
the Eighth Crcuit to vacate 47 C F.R 851.505(b)(1), a portion
of the FCC s rules central to the requirenent that UNEs be
costed and priced on the basis of Total Elenent Long-Run
| ncremental Cost (TELRIC).° (That decision is now stayed pending
Suprene Court review, these matters are di scussed further in the
next section.)

In view of the Eighth Grcuit's ruling and the
uncertainty it was said to create with regard to the proper
costing standard, Verizon urged suspension of the proceeding.

Al'l other parties opposed any suspension; they questioned, anong

* Mdule 1 (DDB): Case 98-C 1357, Opinion No. 00-2 (issued
February 8, 2000); Oder on Petitions for Rehearing (issued
June 29, 2000). Mdule 2 (Collocation): Case 98-C 1357,

Opi nion No. 00-8 (issued June 1, 2000); Oder Denying
Petitions for Rehearing of Opinion No. 00-08 (issued
January 4, 2001).

> DSL: Case 98-C 1357, Qpinion No. 99-12 (issued December 17,
1999); Order Denying Petitions for Rehearing (March 17,
2000). Line Sharing: Case 98-C-1357, Opinion No. 00-7
(i ssued May 26, 2000); Order Denying Petition for Rehearing
(i ssued Cctober 3, 2000).

® Jowa Uilities Bd. et al. v. FCC, 219 F.3d 744(8th Gr
2000) .
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CASE 98- G- 1357

ot her things, the inport of the court's decision in
jurisdictions beyond the Eighth GCrcuit and argued (contrary to
Verizon's view) that Verizon in any event remai ned bound to
TELRIC pricing by conditions inposed by the FCC in approving the
merger of its predecessor conpanies.’ Administrative Law Judge
Joel A. Linsider declined to suspend the proceeding, citing "(1)
the tinme it likely will take for [the] uncertainties to be
resol ved, (2) the effect of the FCC s nerger conditions[? during
that interval, and (3) the Eighth Circuit's sustaining of
forward-1ooking pricing [as a matter of principle, despite its
rejection of the specific version of forward-Iooking pricing
enbodied in the rule it had vacated]."®

Veri zon sought reconsideration of that ruling, in part
on the grounds that the FCC had recently construed its earlier
order approving the NYNEX/Bell Atlantic merger in a manner
assertedly suggesting that the Bell Atlantic/GIE Order |ikew se
did not require TELRIC pricing as a nerger condition.® The
Judge declined to reconsider, noting the significant difference
in wordi ng between the two nerger orders and seeing no need to
change his conclusion that "what the [Bell Atlantic/GIE] order
means may ultimately be a matter for the FCC and the courts to
deci de, but for present purposes [it] provides an adequate basis
for concluding that Verizon renains obligated, notw thstanding

” CC Docket No. 98-184, GIE Corporation and Bell Atlantic
Cor por ati on, Menorandum Qpi ni on and Order (rel. June 16,
2000), FCC 00-221 (GIE/ BA Order).

This referred to conditions inposed by the FCC on the earlier
NYNEX/ Bel | Atlantic nerger as well as the Bell Atlantic/GIE
mer ger just noted.

® Case 98-C- 1357, Ruling on Mdul e 3 Schedul e (issued August
24, 2000), p. 7.

Verizon cited the FCC s dism ssal of conplaints that Verizon
had vi ol ated such a comm tnment made in connection with the
NYNEX/ Bel | Atlantic nerger. File No. E-98-05, AT&T
Corporation v. Bell Atlantic Corporation, and File

No. E-98-12, MI Tel ecommuni cations Corporation et al. v.
Bell Atlantic Corporation, Menorandum Opi nion and Order (rel.
August 18, 2000).

10
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CASE 98- G- 1357

the Eighth Grcuit's decision, to continue pricing UNES on a
TELRIC basis and will remain so obligated at |east until the
Eighth Grcuit's decision is sustained or becones non-
appeal abl e."™ The proceedi ng went forward on that basis.
Initial testinony was filed (on February 7, 2000 and,
with respect to some issues, on February 22, 2000%) by Verizon,
jointly by AT&T and Worl dCom Inc., jointly by Covad
Communi cat i ons Conpany and Rhythms Links Inc., and by FairPoint
Communi cations Corp. Responsive testinony, due June 26, 2000,
was filed by Verizon, AT&T (alone), WorldCom (al one),
AT&T/ Wor I dCom (jointly), Rhythnms/ Covad (jointly), the CLEC
Coalition,® the CLEC Al liance,* Z-Tel Conmmunications, Inc.,
Cabl evi sion Lightpath, Inc., the Cable Tel evision and
Tel ecommuni cati ons Associ ati on of New York, Inc. (CITANY), and
the United States Departnment of Defense and all Federal
Executive Agencies (Federal Agencies). Rebuttal testinony, due
Cct ober 19, 2000, was filed by Verizon, AT&T/Wrl dCom
Rhyt hms/ Covad, the CLEC Coalition, FairPoint, and DOD FEA. In
addition to these principal filings, supplenental or
suppl emental responsive or rebuttal testinmony on particul ar

1 Case 98-C 1357, Ruling Denying Request for Reconsideration
(1 ssued Septenber 18, 2000), p. 4. The FCC staff has since
stated its view that the nerger condition has this effect.
Letter fromDorothy T. Attwood, Chief, Common Carrier Bureau,
to M chael d over, Verizon Communi cations, Inc.
( Sept ember 22, 2000).

Portions of the February 22 testinony were admitted as part
of the Iine sharing track previously referred to.

The CLEC Coalition conprises Allegiance Tel ecom of New York,
Inc.; Intermedia Comrunications Inc; and XO New York, Inc.,

f/ k/la NEXTLI NK New York, Inc. Allegiance did not participate
in the Coalition's brief on exceptions, but the brief notes
that Allegiance's decision not to participate should not be
construed as disagreenent with the Coalition's exceptions.

“ At the time testinony and briefs to the Judge were filed, the

CLEC Al l i ance conprised CoreComm New York, Inc.; CTSI, Inc.;
Moower Conmuni cations, Inc.; Network Plus, Inc.; RCN Tel ecom
Services, Inc.; and Vitts Networks, Inc. The Alliance filed
no brief on exceptions, but its reply brief on exceptions

identifies its nmenbers as RCN and Focal Conmuni cations, Inc.

-4-



CASE 98- G- 1357

i ssues was subm tted by Verizon (May 23, Septenber 11, Septenber
25, Novenber 8, Novenber 22, and Decenber 5), Rhythns/ Covad
(Novenber 13), and CTTANY (Novenber 29).

An attorneys' prehearing conference was held in New
York City on Novenber 30, 2000 for the purpose of introducing
pre-filed testinmony into the record via affidavit, subject to
| ater cross-exam nation of witnesses as to whom cross had not
been wai ved. Hearings were held before Judge Linsider in Al bany
on Decenber 7, 8, 12, 13, 15, 19, and 20, and an on-the-record
post - hearing attorneys' tel econference was hel d on Decenber 21.
Fol l owi ng the hearings, Staff of the Department of Public
Service posed a series of questions to Verizon and AT&T; their
responses have been admtted as exhibits 457 and 458
respectively.

The record conprises 4,954 pages of stenographic
transcript (nunmbered 1, 150-6,103) and 159 exhibits
(nunbered 301-459). The foll ow ng pages of the transcript have
been provisionally designated as proprietary: 1620-1877 (public
version at 1362-1617), 2067-2216 (public version at 1917-2065),
3110- 3189 (public version at 2832-2911), 3813-3958 (public
version at 3666-3811), 3984-4008 (public version at 4009-4032)
4059- 4135 (public version at 4137-4204A), 4255-4302 (public
version at 4206-4253), 4432-4453 (public version at 4456-4476),
4558- 4576 (public version at 4541-4557), 5674-5746 (public
version at 5599-5672), 4911, 5453-5456. Provisionally
proprietary exhibits are 317P, 320P, 324P, 326P, 328P, 330P,
333P, 339P, 358P, 367P, 370P, 375P, 381P-389P, 392P, 411P, 412P,
414P, 417P, 418P, 448P, 453P, and 455P. Judge Linsider's ruling
on the final status of the provisionally protected material is
pendi ng.

Initial briefs, due February 16, 2001, were filed by
Verizon, AT&T, CTTANY, Lightpath, the CLEC Alliance, the CLEC
Coal ition, the Federal Agencies, FairPoint, Rhythns/Covad, and
Z-Tel. Reply briefs, due March 14, 2001, were filed by those
parties except for Z-Tel.

In a recomended decision issued May 16, 2001, Judge
Linsider treated all issues in the case other than duct and

-5-



CASE 98- G- 1357

conduit rentals; the latter were the subject of a suppl enental
recommended deci sion issued June 18, 2001. (The two docunents
are referred to in this order as the "recommended deci sion" and
t he "suppl enmental recomended decision.")

Briefs on exceptions to the recommended deci sion have
been submtted by Verizon, AT&T, Worl dCom Rhythns/ Covad, the
CLEC Coalition, FairPoint, Z-Tel, Focal Conmunications, Inc.,

Met ropol i tan Tel ecommuni cations (Mt Tel ), Broadvi ew NetworKks,
Inc., and the New York State Attorney General.®™ Reply briefs on
exceptions have been submitted by those parties except for

Focal , FairPoint, and Broadview, and by the CLEC Alliance.® n
July 18, 2001, Verizon noved to strike, as inproper response,
certain portions of the reply briefs on exceptions of Z-Tel and
AT&T and to submit further argunent on certain points nmade by

t hose parties and by Wrl dCom AT&T, WrldCom and Z-Tel replied
to the notion. W consider it in connection with the specific

i ssues to which it pertains.

Briefs and reply briefs on exceptions to the
suppl ement al recomended deci si on have been submtted by Verizon
and CTTANY. RCN Telecom Services, Inc. (RCN) has submtted a
late reply brief on exceptions with a request for leave to file
it; that request is granted.

Fol l owi ng the Septenber 11 attack, we invited conment
fromthe parties on its inplications, if any, for this
proceeding. 1In general, Verizon cited a variety of factors
that, in its view, nade the existing record outdated and
required further consideration; the CLEC parties saw no
inplications for the proceedi ng what soever and urged pronpt
deci sion on the basis of the existing record. Later, Departnent
of Public Service Staff, as a party to our proceedi ng exam ning

Several of these parties had not previously participated
actively in the proceeding. Consistent with 16 NYCRR 4.3
(c)(2), the Judge authorized their late intervention on the
condition that they be bound by the record devel oped to that
poi nt .

1 As noted, the CLEC Alliance now conprises RCN and Focal .
-6-



CASE 98- G- 1357

future regulatory arrangenents for Verizon,' filed a notion in

t hat proceeding and this, urging us to hold the decision in this
proceedi ng in abeyance and to consider UNE rates in the

I ncentive Plan proceedi ng, where they m ght becone part of an
overall, integrated negotiated outcone. W granted Staff's
moti on on Novenber 30, 2001, inposing a 60-day linit on the
negotiation effort, directing the parties and the settlenent
judge to report within 30 days on their progress, and noting
that we woul d then consider alternatives in the event the
negoti ati ons were not proving productive.

It is now sonme 60 days since negotiations began, and
no agreenent incorporating UNE rates has been reached. Nor do
we see any need to delay decision with respect to UNEs for the
reasons urged by Verizon in its comrents on the inplications of
t he Septenber attack. That event, though vast in its overal
i npact, has at nost a marginal effect on the TELRI C anal ysi s of
f orwar d-| ooki ng costs being conducted here. Verizon argues that
t he di saster shows a need for greater infrastructure redundancy,
to be achi eved either through nodification of its own network or
t hrough partial duplication of that network by facilities-based
conpetitors (concerns echoed in comments filed by Lightpath);
but those considerations, even if sound, are too inchoate to be
taken into account here. Even if the Septenber 11 attack turns
out to warrant changes in network design, that process wll take
time, and its results cannot be anticipated. The associ ated
uncertainty does not warrant delaying the decision in this case;
for we live in a wirld of constant change, where deci sions nust
be made on the basis of the best information available at a
given tinme. Later events (relating to network design, the |egal
status of TELRIC, or a host of other matters) may warrant
revisiting those decisions, but if they are deferred pending the
pursuit of an elusive certainty, they will never be nmade. And

' Case 01-C 1945, Verizon New York Inc. - Cost Recovery and
Future Regul atory Franework, also known as the Verizon
| ncentive Plan proceedi ng.

8 Cases 01-C 1945 and 98-C 1357, Order Granting Staff Mtion
(i ssued Novenber 30, 2001).

-7-
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while Verizon properly cites the benefits of facilities-based
conpetition, we have |ong recogni zed those benefits; and the UNE
rates we are adopting here should not inpede its devel opnent.
Meanwhi |l e, we have a responsibility under the 1996 Act to set
proper UNE rates and avoid allow ng unwarrantedly high UNE rates
to i npede the devel opnent of conpetition, and we accordingly
proceed to set those rates on the basis of the extensive record
here before us.

LEGAL CONTEXT; THE STATUS OF TELRIC
This case, like the First Elenments Proceedi ng, has
been litigated on the basis of the Federal Comrunications
Comm ssion's total elenment |ong-run increnmental cost (TELRIC)

standard despite the | egal cloud cast over the standard by a
federal court decision. Because of the inportance of the
standard, we begin with a review of its background, nature, and
current status.

Under 8252(d) (1) of the Tel ecomuni cations Act of 1996
(the 1996 Act),

Determ nations by a State conm ssion of the

just and reasonable rate ... for network
el ements ...--
(A) shall be--

(1) based on the cost (determ ned
w thout reference to a rate-of-
return or other rate-based
proceedi ng) of providing the ..
network elenent... and

(11) nondiscrimnatory, and

(B) may include a reasonable profit.
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In its regul ations and order inplementing the 1996 Act,® the FCC
determ ned that these pricing provisions should be carried out
by setting prices on the basis of each elenent's TELRIC, al ong
with a reasonabl e allocation of forward-Iooking conmon costs.

In Phase 1 of the First Elements Proceedi ng, we
described TELRIC in the context of other costing nethods.® W
noted that TELRIC was a term coi ned by the FCC to describe the
version it was adopting of the nore famliar total service |ong-
run i ncrenental cost (TSLRIC) nethod. An analysis of TSLRIC
anounts to an estimation of long-run increnmental cost (LRI C
where the increnment of service that is studied is the tota
demand for the service. LRIC, in turn, measures increnenta
cost (i.e., the cost of producing an additional quantity of a
good or service) over a period Iong enough so that all of the
firms costs becone variable or avoi dabl e.

Al'l of the foregoing costing nmethods are forward-
| ooki ng, taking account of the costs to be incurred in the
future, rather of than enbedded, historical costs. In defining
the TELRI C nethod, the FCC added the specification that costs
"shoul d be neasured based on the use of the nost efficient
t el ecommuni cati ons technol ogy currently avail able and the | owest
cost network configuration, given the existing |ocation of the
i ncunbent [local exchange carrier's] wire centers."? This is
the so-called "scorched node" prem se, which takes as a given
only the location of the incunbent |ocal exchange carrier's
(ILEC s) existing wire centers and ot herwi se contenpl ates a
net wor k designed in accordance with the nost efficient
technol ogy avail abl e, regardl ess of the technology actually
depl oyed.

After the start of the First Proceeding, the FCC s
TELRIC rul es were stayed and ultimately vacated by the Eighth

® | npl ementation of the Local Conpetition Provisions in the

Tel ecommuni cati ons Act of 1996, CC Docket Nos. 96-98 and
95-105, First Report and Order (rel. August 8, 1996)(the
Local Conpetition Order).

?  Phase 1 Opinion, pp. 9-15.
2l 47 C.F.R §51.505(b)(1).
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Circuit Court of Appeals on the grounds that the FCC had
exceeded its authority in adopting them? The case nonethel ess
proceeded to decision on a TELRIC basis, inasnmuch as al
parties' studies had been based on TELRI C, even Verizon, which
objected to TELRIC and reserved its rights to submt other
studies if TELRIC were overturned, had submtted a TELRI C study
in viewof the FCC s regulations. W noted that "TELRIC is
certainly a reasonabl e approach to use, though just as certainly
not the only one; and, as [Verizon] recognizes, as a practical
matter there is no alternative other than the very unattractive
one of tenporary rates while a lengthy new case is litigated."?
The United States Suprenme Court eventually reversed
the Eighth GCrcuit on the issue of FCC authority, reinstated the
rul es, and remanded for consideration of the substantive
chal | enges that had been raised to TELRIC pricing.* That remand
eventuated in an Eighth Grcuit decision that again overturned
portions of the FCC s rules, including the TELRIC definition in
851.505(b) (1), cited above, this tine on the grounds that it was
i nconsistent with the provisions of the 1996 Act requiring UNE
prices to be based on the cost of providing the elenents. In
the Eighth Grcuit's judgnment, "Congress was dealing with
reality, not fantasizing about what m ght be," and basing prices
on the hypothetical network of TELRIC violated Congress's intent
that the costs to be taken into account are those of "providing
the actual facilities and equi pnent that will be used by the
conpetitor (and not some state of the art presently avail able
technol ogy ideally configured but neither deployed by the ILEC
nor to be used by the competitor."® The Eighth Circuit added,
however, that it did not reject the use of forward-|ooking costs
in the setting of UNE rates; and it declined to reach the claim
that TELRIC rates would anmobunt to an unconstitutional taking of
the LEC s property, regarding that claimas unripe for decision

2 Jowa Uilities Bd. v. FCC, 120 F.3d 753 (8th Cir. 1997).

2 Phase 1 Opinion, p. 15.
2 AT&T Corp. v. lowa Utilities Bd., 525 U.S. 366 (1999).
2 Jowa Utilities Bd. v. FCC, 219 F.3d 744 (8th Gir. 2000).

-10-
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until actual rates could be evaluated. The Suprene Court has
agreed to review the Eighth Crcuit's determ nation, and the
TELRIC rule at issue renmains in effect pending that review

Following the Eighth Crcuit's decision |ast sumer,
Verizon noved to stay this proceeding in view of the uncertainty
over the costing standard that would ultimtely apply; CLECs
general |y opposed the notion. As recounted above, the Judge
denied the notion and its later renewal, and the proceedi ng went
forward on a TELRIC basis. In its brief to the Judge, Verizon
continued to stress the uncertainty associated with the TELRI C
standard pendi ng Suprene Court review and urged deferral of any
deci sion, but the Judge saw no nore need to recomend deferral
than he did earlier to cut off the litigation. He noted that
"the TELRIC rules remain in force, and the proceedi ng has gone
forward on a TELRIC basis; the Supreme Court's decision cannot
be predicted and is unlikely to be rendered before the end of
the year at the earliest; and the issues in the case are ripe
for decision. That decisional process should go forward."?®

On exceptions, Verizon again urges that decision be
deferred pendi ng Suprene Court review of the TELRI C st andard.
It cites the uncertainty and adm nistrative costs associ at ed
with frequent rate changes--as would be needed if the Suprene
Court rejected TELRI C soon after a TELRI C-based deci sion were
reached here--and it sees the inpossibility of predicting the
Suprene Court's ultimate decision as warrant for deferring a
decision, not for going forward. It adds that the Suprene
Court's decision is no longer as far in the future as it was,
noting that oral argunment in the TELRI C case was schedul ed to be
held in early Cctober.? |f newrates neverthel ess were to be
set now, Verizon would nake themtenporary until new rates were
set in accordance with the Suprene Court's nandate, seeing "no

% R D, p. 10.

2 Argunent was hel d as schedul ed; the Court's decision is

pendi ng.
-11-
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other way to avoid injustice if the Suprene Court ultimtely
rules that the current TELRIC standard is unlawful."?®

Several CLECs object to any delay in our decision,
stressing the substantial reduction in UNE rates that would
foll ow from adoption of the Judge's recommendati ons and
asserting a need to acconplish that reduction pronptly. They
object as well to making rates tenporary until they are set in
accordance with a Suprene Court decision. WrldCom for
exanpl e, charges that Verizon is seeking delay so that it may
continue to overcharge for UNEs, and it argues that the Suprene
Court will likely not decide the case until early 2002, at which
time a lengthy remand to the FCC could ensue. It notes that
Veri zon objected to delaying a New Jersey UNE proceedi ng pendi ng
Suprene Court review, attributing Verizon's interest in pronpt
decision there to the fact that it has not yet received 8271
approval in that state. The CLEC Alliance notes that regardl ess
of the Eighth Circuit's decision, we retain a statutory
responsibility to ensure that rates are just and reasonabl e, and
it argues that the recomrended deci sion shows that they are not.
It adds, anong other things, that there is a strong public
interest in pronpt decision, pointing to the FCC s enphasis, in
its New York 8271 decision, on our active review of Verizon's
UNE r at es.

In a notion filed August 23, 2001, Verizon renews its
request that we postpone decision in the case until after the
Suprene Court rules. 1In the alternative, it would have us
reopen the record to take account of a statement in the FCC s
reply brief to the Supreme Court. According to Verizon, the
statenent endorses a TELRIC rate of return that takes greater
account of conpetitive and regulatory risks than did the Judge.
Vari ous CLECs respond that Verizon overstates the significance
and m srepresents the inport of the FCC s statenent and is
nmerely seeking, once again, to delay the proceeding.

We see no nore need than did the Judge to withhold or
post pone decision in this case pendi ng Suprenme Court action.

% \erizon's Brief on Exceptions, p. 10.
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TELRI C rermai ns the standard that nust be applied; we cannot say
when the Suprenme Court will reach its decision, what that
decision will be, or when the ensuing dust will settle; the
Eighth Grcuit, though rejecting aspects of TELRI C, did not
reject forward-looking pricing in principle; and the parties are
entitled to a decision on the basis of the conprehensive record
t hat has been conpiled. Rates need not be held tenporary, given
that TELRIC is now the | aw whatever nmay be its future fate; and
there is no need to reopen the record, as Verizon requests in
its recent notion. The statenent in the FCC brief cited by
Verizon sinply explicates the TELRI C standard as it has been in
place fromthe start and applied in this proceeding. It
enbodi es no new policy pronouncenent (and, as sonme CLECs
suggest, could not properly do so given its nature and context).
Verizon's August 23 notion is denied, and we proceed to deci sion
on the substantive issues before us.

One further aspect of the TELRI C background shoul d be
briefly noted. Section 254 of the 1996 Act directed the FCC to
establish a universal service support systemto ensure the
delivery of affordable tel ecommunications services. 1In the
ensui ng proceeding (the Universal Service Proceeding), the FCC
ultimately adopted a forward-|ooking cost nodel to be used in
determining an eligible carrier's |evel of universal service
support. The FCC adopted its cost nodel in two stages: in the
first stage, it adopted the Mbdel Platform which contains the
fi xed aspects of the nodel ?°; in the second stage, it selected
the input values for the Model Platform?3® The presentations and
anal ysis in the Universal Service Proceeding can sonetinmes be
instructive; but it is inmportant to keep in mnd the FCC s
caution that its nodel "was devel oped for the purpose of
determ ning federal universal service support, and it may not be

29 Federal -State Joint Board on Universal Service et al., CC
Docket Nos. 96-45, 97-160, Fifth Report and Order (rel.
Cct ober 28, 1998).

30 |d., Tenth Report and Order, (rel. November 2, 1999).
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appropriate to use nationw de val ues for other purposes, such as
deternining prices for unbundl ed network el enents. "

OVERVI EW OF COST STUDI ES,
RECOMVENDED DECI SI ON, AND EXCEPTI ONS

Cost Studi es and Reconmended Deci si on

Two conprehensi ve anal yses of UNE costs and prices
were submtted in the proceeding: Verizon's own cost studies,
and the HAI 5.2-NY Mddel (HAI Mdel) jointly sponsored by AT&T
and WrldCom To state the matter nost generally, ® Verizon's
studi es began with the investnent associated with each network
el enent, determined by identifying the pertinent nmaterial cost,
applying a utilization factor to develop a material cost per

unit, and applying investnent |oadings to capture certain
additional costs. It then used annual cost factors (ACFs)--
representing the cal cul ated rel ati onshi ps between expenses and
i nvestments, other expenses, or total revenues--to translate
investnments into nonthly costs. 1In a separate process, Verizon
devel oped nonrecurring charges by estinmating rel evant | abor
costs and applying certain ACFs to them Verizon's study
relies, in large part, on its actual historical data and
estimates by its engineers, adjusted in a manner intended to
reflect TELRIC assunptions. The HAI Mdel, nmeanwhil e, devel ops
UNE costs in a bottomup manner, by nodeling the construction of
a tel ecomruni cati ons network on the basis of demand quantities,
net wor k conmponent prices, and costs and expenses.

The parties offered argunents, anong nany ot hers,
based on the inherent reasonabl eness of the results produced by
each study, but the Judge rejected them finding that "if the
costs are reasonably and fairly cal culated, the price chips
should be allowed to fall where they may."® He went on to find

% 1d., 132

¥ For a nore conprehensive description of the two anal yses, see

R D., pp. 20-25. Additional background on aspects of
Verizon's study at issue on exceptions is provided bel ow,
where pertinent.

¥ RD, p. 32
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that the HAI Mddel continued to suffer from many of the sane
flaws that we identified in its predecessor Hatfield Mdel
submitted in the First Elenments Proceeding, and he used the
Veri zon study, which was sounder in concept despite its need for
substantial adjustnent, as the starting point for analysis. He
summed up his conclusion by noting that "as a matter of theory,
HAI is a ponderous tool that is too far renoved fromthe reality
of Verizon's circunstances to be used when there is an
alternative better grounded in real data. As a practica
matter, Verizon's study lends itself to adjustnment in a manner
that appears able to produce a sound result."®

Most of the recomrended decision, accordingly, was
devoted to adjusting Verizon's studies. The resulting UNE
prices were, in general, well below not only Verizon's proposal s
but also the prices currently in effect. The adjustnments will
be discussed in this order only to the extent raised on
exceptions; for purposes of this overview, we note only the
determ nation on the vigorously argued issue of switching costs.
The Judge there found that the parties had argued to a stal emate
on the question of what vendor discounts to inpute in estimating
swi tching investnent and reconmended use of a surrogate nethod,
not requiring selection of a discount figure, to determ ne those
costs. Verizon and its opponents alike except to both the
surrogate nethod in principle and to its manner of
i npl enent ati on.

Veri zon's Exceptions

As noted, Verizon continues to advocate, as its
primary position, deferral of any determ nation in this
proceeding until after the Supreme Court has decided the fate of
TELRIC, until that time, its existing UNE rates, set in the
First Elenents Proceeding, would remain in force. Beyond that,
it sees "fundanental errors" in the recommended decision and
al | eges that adoption of the Judge's recomended rates woul d
violate the statutory requirenment that rates be cost-based and

¥ RD, p. 34
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"woul d ef fect an unconpensated taking of Verizon's property for
the benefit of conpetitors, would violate federal |aw by
requiring Verizon to provide UNEs at bel owcost rates, and woul d
di sserve the Comm ssion's pro-conpetitive policies by further
deterring the devel opnent of facilities-based conmpetition."® It
expresses special concern about substantial recomrended
reductions in its proposed rates related to the UNE Pl atfornm®
(UNE-P), noting, for exanple, that the non-recurring
provi si oni ng charge was reduced by over 70% and contendi ng that
the overall effect of the UNE-P price changes woul d be to reduce
revenues very substantially. Mre specifically, it excepts to
recommended reductions of about two-thirds in |ocal switch usage
rates, which it attributes to a series of errors regarding

swi tching costs.

Recogni zi ng that the Judge recomended use of its own
studies rather than the HAI Mddel as the basis for analysis,
Verizon criticizes the recomended adjustnments to its study on a
vari ety of grounds, both conceptual and conputational. It
objects in particular to a series of adjustnents based on the
Judge's finding that it failed to neet its burden of proof,
charging that they lack any record basis, fail to credit
unopposed evidence submtted by Verizon, and inpose a burden
i mpossible to neet. It contends as well that some adjustnents
woul d adversely affect service if Verizon's network were in fact
designed in the manner contenplated by the adjustnent. Finally,
it contends that the recomrended rates would contravene the
public policy favoring the devel opnent of facilities-based
conpetition, asserting that they "will provide CLECs with a
di rect subsidy from Verizon in the formof resale at fire-sale
rates, that will elimnate any incentive for the devel opnent of
conpetitive networks. "™

Verizon's Brief on Exceptions, p. 1.

The UNE Platformrefers to an arrangenent under which a CLEC
orders, and Verizon provides, all the unbundl ed el enents that
make up a customer's |ocal service.

% \erizon's Brief on Exceptions, p. 6.
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CLECs' and Other Parties' Exceptions

Parties other than Verizon offer no overarching
critique of the recommended deci sion, and none of them excepts
to the Judge's rejection of the HAl Mddel. They generally
support the reconmended deci sion, but propose various specific
modi fications, urging us to "finish the job"® of noving all the
way to properly TELRI C based costing. Sonme CLECs characterize
t he reconmended decision as confirmng their view that current
UNE rates are seriously overstated and point as well to | ower
UNE rates in other jurisdictions. They defend the Judge's use
of burden of proof considerations, a matter requiring nore
detailed treatnent before we turn to specific issues.

BURDEN OF PROOF

As noted, Verizon objects to a series of
recommendations in which the Judge cited its failure to have net
its burden of proof. Contending that adjustnents were nade on
t hat basis even where Verizon had supported its presentation
wi th substantial evidence and no party had submitted contrary
evidence, it charges that "nerely reciting the 'burden of proof’
mantra, as the RD frequently does, cannot justify these
di sal | onances and reductions."® |t cites a series of Appellate
Di vision cases finding error where an adm ni strative agency
refused to accept uncontradicted evidence presented by a party,
even where the party had the burden of proof; and it contends
the Judge's finding, for exanple, that its engineering judgnment
was insufficient evidence left it unable to neet the burden of
proof that he inposed.

In response, several CLECs challenge the prem se that
Verizon's evidence often went unopposed, citing the testinony
they submitted. Verizon may disagree with their evidence, they
say, but that does not nean it does not exist. Beyond that,
t hey di spute Verizon's |egal argunent, distinguishing the cases
it cites and arguing that they are unrelated to the work of this

¥ AT&T's Brief on exceptions, p. 2.

® V\erizon's Brief on Exceptions, p. 3.
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agency. WorldComnotes, in contrast, the courts' recognition of
our independent judgnment and expertise in ratemaking, in which
we are not confined to the presentations nade by the parties.
AT&T points to our endorsenent, in the Phase 2 Opinion, of the
Judge's suggestion that the ILEC in a UNE case bears a burden of
proof higher than that of the utility in a traditional rate
case.

Whet her a party has borne its burden of proof can only
be deci ded on an issue-by-issue basis, and one may di sagree in
sonme instances with the Judge's assessnent of the record before
him But as a general matter, we are satisfied that the Judge
used burden of proof as an analytical tool, not a mantra.
Verizon's evidence, in many cases, is not so uncontroverted as
Verizon would lead us to believe, and the CLECs are right to
refer to our ability to use our independent expertise in
assessing the state of the record and whether the party bearing
t he burden of proof has borne it. The cases cited by Verizon
relate, for the nost part, to questions of objective fact rather
t han of expert judgnent to be applied to a range of reasonable
alternatives, and they are distinguishable on that and ot her
gr ounds.

It is worth recalling, in this regard, why the utility
(or the ILEC) has the burden of proof. The Judge put it as
foll ows:

The utility's data and experience are a good
source of information on what can be
expected in the future, but the utility has
a clear self-interest in erring on the side
of high cost forecasts. For both reasons,

it bears the burden of proof, and the

regul ator nmust ensure that only proven costs
are allowed. In so doing, the regul ator
shoul d avoi d groundl ess specul ati on or what
Verizon characterizes as "the Pangl ossi an
perspective of the CLECs, who seemto
believe that all difficulties will magically
dissolve in a sufficiently 'forward | ooking

-18-
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environment."® But where a range of
estimates i s suggested by the record,

regul ators have al ways made reasonabl e
adjustnents that inpel a utility to seek
efficiencies, just as it would be inpelled
to do by a conpetitive market.*

It is also worth recalling how the burden of proof is

adm ni stered, sonething pertinent to a nunber of issues. |In the
Phase 2 Recommended Deci sion, the Judge explained that in a
traditional rate case,

the regulated utility has the ultinmate
burden of proving, by clear and conpetent
evi dence, that its proposed rates, and the
costs on which they are based, are
reasonabl e; but a rebuttable prem se of
regularity attaches to activities conducted
in the normal course of business, and the
utility's initial presentation need not
contain, for exanple, evidence that other
ways of conducted all such activities were
considered. But if another party discharges
t he burden of going forward with evidence
showi ng that a clainmed cost is unreasonabl e,
then the utility has to persuasively rebut
that evidence in order for the cost to be

al | owed. ®

The Judge added, however, that because "the activities being
reviewed [in a UNE case] are in sonme respects novel, the
traditional prem se of regularity is weakened, and it would be
reasonable to require nore of an affirmative show ng that the
[1 LEC] proceeded reasonably."® These observations were and
remai n valid.

Verizon's Reply Brief, p. 75 (footnote in original).
“4 RD, p. 87

“ Phase 2 R D., p. 26.

® 1d.
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Wth these general comments as background, we turn to
the specific issues presented on exceptions. Follow ng the
sequence used by both Verizon and AT&T in their briefs, we start
with the inportant and hotly contested issue of switching costs.

SW TCHI NG CCSTS

| nt roducti on

The Judge recommended substantial reductions in
Verizon's rates for unbundled switching. They result not only
fromhis recomended treatnment of switch material costs already
noted, but also fromhis adjustnents to installation costs and
to the allocation of costs between usage and non-usage sensitive

el enents. Verizon argues, overall, that "the recomrended
reductions in local switching rates . . . have the nost
significant inpact on Verizon's finances. |Inposing this

crushing financial burden on Verizon would be utterly
unwarranted: There is sinply no |awful basis for the
adjustnments to Verizon's proposed switching rates that are
recormmended in the RD."* COher parties argue, conversely, that
the Judge did not go far enough in reducing these rates.

Worl dCom for exanple, notes that the recomrended rate woul d
reduce the statew de average sw tching cost of approximtely
$0. 003 per mnute of use (MOUJ) to approxi mately $0.001 per MU
and woul d reduce the per-nonth per-1line unbundl ed sw tching cost
for CLECs providing service via the UNE platform from
approximately $7.35 to approximately $2.74. |t urges, however,
that we go further and reduce the rates to what it sees as
proper TELRIC | evels, including a statew de average of $0.0008
per MOU

Mat erial | nvest nent
1. Background and Recommended Deci si on
This issue has its roots in Phase 1 of the First
El ements Proceeding, and its history, fully recounted by the
Judge, provides inportant background here. In Phase 1, we

“ V\erizon's Brief on Exceptions, p. 10.
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expressed a | ack of confidence in the sharply conflicting cost
esti mates suggested by the parties' different studies, and we set
rates on the basis of an analysis by our Staff. In so doing, we
not ed, anong other things, that in nmaking an adjustnent to
capture the downward trend in switching costs, we "did not take
account . . . of the atypically large discounts received by
[Verizon] fromits [switch] vendors after 1994 in connection with
a maj or switch replacement program"® That decision rested, in
| arge part, on Verizon's attribution of those deep discounts to
the switches' having been purchased as part of its programto
repl ace analog switches with digital. Verizon argued that
vendors were willing to offer unusually |arge discounts in
connection with such repl acenent prograns (to encourage upgrades
that create a market for new software), but that the replacenent
program was nearly conplete and the discounts therefore were
unlikely to continue or recur. On rehearing, we rejected
Verizon's broadbased critique of the Staff nethod for setting
switching costs as well as WorldComis claimthat the price
reduction factor was too low, finding that WrldCom had "of fered
no new reason for rejecting the fully explained prenm se that the
unusual |y large discounts associated with anal og-to-digital
conversion would not be replicated."®

Later, in Phase 3 of the First Proceeding, evidence
was presented suggesting that the deep discounts mght, in fact,
be avail able for all purchases of new switches, not only |arge-
scal e repl acenent progranms. Several CLEC parties noved to reopen
Phase 1 to redetermne switch costs in light of the newy adduced
evi dence; Verizon objected on a variety of grounds. W were
uni npressed by Verizon's belittling, as "inadvertent
m sstatenment,” of its own assertion that the higher discounts
were uni quely associated with the anal og-to-digital replacenents
and by its suggestion that the new information | acked
significance because of the manner in which switches are

® Phase 1 Opinion, p. 85 n. 1. See also a simlar statement
in Attachnent C to that opinion, Schedule 2, page 1 of 3.

®  Phase 1 Rehearing Opinion, p. 40.
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purchased. W neverthel ess denied the notion to reopen, citing
the risks of selective adjustnment and addi ng that the new

evi dence, even if borne out, could not generate a sinple
arithmetic correction to our Phase 1 calculations. W went on to
note as well the likely desirability of reviewing UNE rates in
general before too long, and we therefore stated our intention to
institute the present proceeding. Finally, in view of the
uncertainties associated with the newy adduced evi dence, we |eft
switching rates tenporary, subject to future refund or

reparation, even though all other UNE rates set in the First

El ements Proceedi ng have becone pernanent.

In the present case, the parties have di sputed both
the qualitative issue of whether to posit new switch discounts
or the lower "growh" discounts (i.e., the discounts associ ated
wi th adding capacity to existing switches) that would ot herw se
be avail able, and the quantitative issue of how each type of
di scount should be estinmated. After reviewi ng the argunents in
sonme detail, the Judge reiterated his view, first stated in his
Phase 3 recommended decision, that, as a matter of theory,
growt h di scounts were not applicable in a TELRI C study, which
contenpl at ed i nstantaneous installation of a new network. He
neverthel ess went on to hold that several factors precluded
application of that theoretical result here and now. He noted,
first, that "application of a purely newsw tch di scount, on the
prem se that a hypothetical new network designed to serve the
full increnment of demand was dropped into place instantaneously,
coul d be problematic under the Eighth Crcuit's decision” noted
above. ¥ The Judge recogni zed that we are not subject to the
Eighth Grcuit's direct authority (and that its decision in any
event had been stayed), but he pointed out as well that the
deci sion had been relied on by United States District Court for
the Northern District of New York® in its decision in a case
growi ng out of the First Elenments Proceeding and other actions.

“ RD, p. 132.

® MOl Tel ecommuni cations Corp. v. New York Tel ephone Conpany,
No. 97-CV-1600, (N.D.N.Y., March 7, 2001).
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The Northern District said, in light of the Eighth Crcuit's
decision, that "price determ nati ons made on forward-| ooki ng
cost cal cul ati ons cannot be based on the forward-I|ooking costs
of an 'idealized network,' but nust be based on the increnental
costs that an incunbent |ocal service provider actually incurs
or will incur."® Judge Linsider suggested that statement "calls
into question the propriety of an exclusively newswtch
di scount assunption prem sed on an instantaneously installed
hypot heti cal network."®

Per haps nore inportant than the | egal issue, in the
Judge's view, was the factual one of ascertaining what a new
swi tch di scount would be in the hypothetical situation of an
i nstant aneously installed new system The Judge credited
Verizon's argunent that the existing newsw tch di scount was set
partly in contenplation of additional sales to which only the
growt h di scount would apply, and he reasoned that the newsw tch
di scount would differ fromits current level in the hypothetical
situation in which no growth-di scount sales were antici pated.
On the other hand, he continued, discounts are negotiated in
light of the particular purchases contenplated, and "it is
entirely possible that the prospect of . . . an extensive series
of purchases [associated with installation of an entire network,
even over tinme rather than instantaneously] could have generated
di scounts substantially higher than those under the existing
contracts, and a forward-|ooking anal ysis must take account of
that prospect."® 1In light of all of these factors, the Judge
concl uded t hat

this is an issue on which the parties have
fought hard and reached a stal emate: each
has shown the other's position to be

unt enabl e. Regardl ess of the decision
ultimately to be reached on the FCC s rul e,
this record sinply establishes no "right"

| evel of discount to use--in part, as noted,
because the very act of assumng a switch

® 1d., slip opinion p. 25.
¥ RD, p. 132
 RD, p. 133.
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purchase pattern would affect the data on
the record regarding the | evel of the
respective di scounts.*® Discounts will
depend on a host of factors, including the
contracts negoti ated between vendor and

pur chaser, and we have no reason to believe
that Verizon's existing, conplex contracts,
relied on by both sides as the basis for the
radically different discounts they
advocated, would, in fact, read the sane had
t hey been negotiated in the various contexts
that TELRI C or other forms of |ong-run
forwar d-| ooki ng costing mght lead us to
posit.

Havi ng reached that concl usion, the Judge went on to
estimate switching costs on the basis of a surrogate anal ysis
that used as its paraneters the per-line switching costs
estimated on the one hand by Verizon and the other hand by
AT&T/ Wor | dCom and | ooked as well to various estimates that had
been presented to the FCC by the FCC s staff and a nmajority of
the state nenbers of an FCC/ State Joint Board. Taking account
of all of those factors, he recomrended an estinmate of per-line
swi tching costs of $105, sonewhat below the $111 arithnetic md-
poi nt of the paraneters. He invited the parties to convene a
settl ement conference at which they mght stipulate to sone
ot her nunber that both sides could accept; neither party
responded to the invitation.

On exceptions, parties challenge both the Judge's
decision not to estimate a discount and the manner in which he
conducted his surrogate anal ysis.

2. Estimating a Di scount
Alleging that there is "no reasoned basis in the
record"™ for a decision that splits the difference between the

2 The difficulty is anal ogous to those posed by situations,

known in both physics and the social sciences, in which
outcones are influenced by the nere fact of observation.
(Footnote in original.)

®* RD, p. 133.

* Verizon's Brief on Exceptions, p. 11
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parties, Verizon challenges the prem se that the parties have
argued the issue to a stalemate. It disputes AT&T' s contention
that a forward-|ooking construct inplies a one-time purchase of
new swi tches, citing the FCC s statenent that TELRI C-based rates
must recover "the increnmental costs that incunbents actually
expect to incur in making network el enments avail able to new
entrants."® Pointing to precedent in the First Elenents
Proceeding as well as the Northern District's decision, it
contends that the proper price to use is "the material price
Verizon will actually pay, incrementally, in the foreseeable
future, under in-place vendor contracts for the particular

equi pment being costed."*® The discount associated with such
purchases, it continues, is the growh discount, for digital

swi tches are al ready deployed in Verizon's network and w ||
never be replaced with new digital sw tches, inasnuch as the

next generation of switching equipnment will be avail able by the
time existing switches are to be replaced. The existing
installations will only grow, and, for that purpose, the growth

di scount is applicable. Verizon also notes, as did the Judge,
that the newsw tch discount would be different in a context in
whi ch no grow h purchases were contenplated. It adds that a
new swi tch-only prem se would require installing excess capacity
to allow for gromh and a hi gher depreciation rate to recogni zed
nore frequent switch replacenents, and m ght increase switch
prices by creating demand in excess of supply. WorldCom
di sm sses those argunments as red herrings that introduce
assunptions inconsistent with TELRI C

AT&T, neanwhile, renews its argunment that the new
swi tch di scount should be used. It sees no basis for treating
switching costs differently fromthe other network conmponents,
all of which are presunmed by the TELRIC construct to be part of
an instantaneously installed new system and are, neverthel ess,
priced on the basis of currently avail able vendor prices. It
urges use of a $51 per-line switch material investnent--the

*® Local Conpetition Order, Y685.

% Verizon's Brief on Exceptions, p. 12.
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figure generated by its restatenent of Verizon's cost study on
the basis of what it takes to be avail able new switch di scounts-
-and it suggests that the next generation of switching referred
to by Verizon will |ikely be even cheaper.

Worl dCom | i kewi se argues that TELRI C necessarily
assunes total reconstruction of the network through new rather
than growh switches. It cites the FCC s decision to that
effect in the Universal Service Tenth Report and Order and
guotes at length froma decision by United States District Court
for the District of Delaware endorsing the use of new switch
di scounts.® WorldCom argues that the Del aware District decision
is entitled to greater weight than that of the Northern
District, inasnuch as the latter was based on the erroneous
evi dence on swi tching discounts adduced in Phase 1 of the First
El ements Proceeding. WrldCompoints as well to the Judge's
statenent that use of newswitch discounts is valid in theory,
contends that the recomended decision assuned an
i nstant aneously installed hypothetical network throughout, and
argues that there was no reason to depart fromthat assunption
with regard to switching costs. It disputes the Judge's concern
that the new switch discount mght be different in a
hypot hetical situation that failed to contenpl ate subsequent
growt h purchases, contending that TELRI C requires just such an
assunpti on.

The Attorney Ceneral also urges use of fully
di scounted switch prices, arguing that the Northern District's
statenent cited by the Judge constituted dicta--inasnmuch as the
rates there under review were not based on the cost of the
"idealized network"” questioned by the court--and that the
Northern District had relied on an Eighth Grcuit decision that
was stayed pendi ng appeal and inapplicable in New York. In any
event, the Attorney General contends, the Northern District
deci sion did not preclude use of newswitch discounts. Beyond
that, the Attorney General cites the progress made in New York

> Bell Atlantic-Delaware, Inc. v. MMhon, 80 F. Supp. 2nd 218
(D. Del. 2000).
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toward conpetitive tel ephone markets and argues that "UNE rates
that allow Verizon to recover excess nonopoly costs would not be
just or reasonable in a regulatory regi me noving toward
conpetitive markets."® |In addition, the Attorney General urges
us to take into consideration the over-supply of tel ephone
swi tch manufacturing capacity and the growi ng avail abilty of
surplus switches fromfinancially troubled tel econmuni cations
conpani es.

Inits reply, Verizon reiterates its view that the
FCC s Universal Service decision is inapposite, given the FCC s
adnonition that the proxy nodel used there should not be used to
price UNEs and its rejection, in the 8271 proceedi ng, of the
prem se that UNE prices nmust be based purely on newswtch
di scounts. Recognizing the conflict between the Northern
District decision and that of the Delaware District, it urges
assigning greater weight to the former, which is nore | ocal
nore recent, and nore cogent. That the Northern District may
have relied on flawed Phase 1 evidence is of no inport, since
the court's pertinent statenment involves not an anal ysis of the
evi dence but the principle that we should be gui ded by what the
| LEC wi I | actual ly pay.

The argunents on exceptions add little to those that
| ed the recommended decision, in Verizon's characterization, to
throw up its hands.® But it is not throwing up one's hands to
recogni ze that a particular line of inquiry shows a great
i kel i hood of being unproductive and to seek an alternative
means of achieving a fair result. That is what the Phase 1
Staff analysis of switching costs sought to do in the face of
parties' estimates so far apart as to call both into question,
and that is what the reconmmended deci sion sought to do here.

Verizon correctly notes that we never had occasion to
rule on the Judge's observation, in his Phase 3 recomended
deci sion, that growh discounts are not applicable in a TELRI C

® Attorney General's Brief on Exceptions, p. 6.

® Verizon's Brief on Exceptions, p. 10.
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study.® In the present recommended decision, the Judge has
backed off fromthat observation, and he was right to do so.
TELRI C contenpl ates a new, state-of-the-art network--including,
for exanple, all-fiber feeder, without regard to what is now in
pl ace--but it does not necessarily follow that the new network
is purchased and installed in a single transaction. And even if
it did, any attenpt to establish the vendor discounts that would
apply in that transacti on woul d be a hopel ess exercise in

specul ation, if not "fantasy."” The parties have argued | ong and
hard over what discounts flow from Veri zon's exi sting vendor
contracts in their conplexity; for the reasons described by the
Judge, there is no way to arrive at a reasonable estimate of
what those di scounts woul d be under hypothetical contracts
growi ng out of unknown transactions. Beyond that, Verizon has
identified additional types of costs that could be expected to
be incurred if the conplete network were installed all at once,
and we | ack any reasonabl e estimate of the amounts of those
costs.

To rul e out exclusive use of the new swi tch di scount,
of course, does not mean that exclusive reliance on the growh
di scount is proper. For one thing, it has been clear since
Phase 3 that relatively deep newsw tch discounts are not
limted to full-scale switch replacenents, and there is no basis
for agreeing with Verizon that increnmental replacenent of the
systemover tine would entail growh discounts only. Beyond
that, the Judge correctly noted here as well the difficulties
that attend any effort to estinmate the actual discounts that
woul d be available: "It is entirely possible that the prospect
of such an extensive series of purchases could have generated
di scounts substantially higher than those under the existing
contracts, and a forward-|ooking anal ysis must take account of
t hat prospect."®

Havi ng determ ned that the discount to be applied
cannot be estimated directly fromthe existing contracts, we

® Verizon's Reply Brief on Exceptions, pp. 2-3, n. 3.
R D, p. 133.
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m ght attenpt to sonehow estinmate the discount indirectly, such
as by nelding newswi tch and growth-switch discounts in an
effort to capture the real forward-Iooking cost, independent of
vendors' marketing strategies. Alternatively, we can bypass any
effort to determ ne the discount and proceed to estimte the
per-line switching costs thensel ves through sonme surrogate
means, as the Judge did. The latter process appears preferable,
for there is no reason to believe that an indirectly estimted

di scount level will be nore accurate than an indirectly
estimated cost figure; and the internediate step of indirectly
estimating a discount will not enhance the ultinmate result. The

goal of the effort then becones to find a surrogate neans of
estimating a switch cost that is reasonable, fair, and grounded
in the record as a whole, and that is what the Judge sought to
do. W therefore turn to the specifics of his nethod, to
determ ne whether the parties' exceptions warrant any

adj ust nent s.

3. Surrogate Cal cul ati on

Bot h sides chall enge the specifics of the Judge's
surrogate nethod for estimating per |ine switching costs.
Verizon objects to his having taken account of the FCC s
conclusions in its Universal Service Tenth Report and Order,
noting the FCC s statenment that the Universal Service proxy
nodel was not appropriate for UNE costing; that the FCC had
stated, in its New York 8271 proceeding, that the inclusion of
growt h discounts did not violate TELRIC, and that Verizon's data
on actual costs substantially exceeded the FCC s cost esti nates.
It also alleges an error in conputations underlying the
recommended decision's statenment that the FCC s Model's per-1line
cost was $95; correcting that error (to reflect the fact that
swi tching nodes in Zone 2 are not renotes but, rather, a cluster
of one host and three renotes) produces a figure of $100. 65.

O her parties offer adjustnments that woul d reduce the
out cone of the surrogate analysis. AT&T contends, first, that
the | ower paraneter of the range identified by the Judge should
be not the $95 HAl input figure but a $51 figure set forth in
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AT&T' s June 2000 restatenent of Verizon's cost study to take
account of avail able new switch di scounts as adduced on the
record of this case. Applying the algorithmit sees as inplicit
in the Judge's analysis (i.e., a downward adjustnent of 5.4%
applied to the m dpoint between the paranmeters) produces a
statewi de average switching material investrment of $84 per line
rat her than the recomrended decision's $105 per-line figure. In
addi tion, AT&T asserts that while Verizon's $128 per-line figure
(used by the Judge as the upper paraneter) reflects materi al

i nvestment only, the FCC based $95 per-line figure used as his

| oner paraneter is a fully installed price, and the conparabl e
Verizon figure (using the installation cost factor all owed by

t he recommended deci si on, discussed bel ow) would be $178. Again
applying the algorithminplicit in the Judge's analysis, AT&T
calculates a fully installed switching cost of $129 per line,

whi ch woul d obvi ate any separate all owance for installation
costs and result in switching usage and digital line port rates
t hat are about 26% and 18% bel ow the | evels calculated in the
recommended deci sion.® WrldCom|ikew se contends that the

| oner paraneter should be $51 rather than $95. It points as
well to a filing by Areritech-11linois showi ng switching costs
bel ow t hose reconmended by the Judge and to still |ower rates

approved i n M chi gan.

Z-Tel , which does not object strongly to the surrogate
approach in principle, also notes that the Judge's paraneters
i nproperly conpare a materials-only figure with a fully | oaded
one and suggests that the | ower paraneter should be reduced from
$95 to $73 per line by renmoving installation costs conputed on
the basis of the reconmended decision's factor. It also urges
recognition of AT&T's material investnent figure of $51 per line
as well as the possibility that Verizon's $128 figure m ght be
subj ect to change on the basis of the recommended decision's
treatment of cost of capital. Taking account of these data, it
suggest the record supports a per-line switching investnent of
$75- $85.

% AT&T's Brief on Exceptions, p. 13.
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Veri zon responds, first, that the $51 figure conputed
by AT&T in its rebuttal testinony should be disregarded, for it
was based on an error in information supplied by a switch vendor
that was later corrected. Use of the corrected vendor data
produces a per-line price, reflecting the new switch di scount,
of $101, higher than the $95 |l ower bound used by the Judge.® It
i kewi se woul d disregard the FCC s $95 figure; it agrees that
the figure includes |oadings and sees the difficulty of
accounting for that as an added reason to disregard the figure.
It di sputes Z-Tel's suggestion that the $105 figure should be
adjusted to reflect the recomended cost of capital, noting the
figure is an investnent unaffected by cost of capital. Finally,
it objects to reliance on rates set in other jurisdictions,
where circunstances and net hods of analysis may differ in ways
unknown.

Several of the parties' specific comments are clearly
sound and need to be taken into account. Verizon's increase of
the Judge's $95 | ower paraneter to $100.65 is correct, as is the
CLECs' observation that that figure is fully | oaded and cannot
be used as the | ower paraneter when the higher paraneter is not
fully | oaded. (That observation would apply equally to the
corrected $100.65 figure.) OQher coments are in error; the
CLECs' proposal to use $51 as the |lower paraneter is clearly
m spl aced, for the reasons identified by Verizon. |Indeed, the
errors responsible for the $51 figure reinforce the concl usion
that attenpting to estinate a proper discount is an exercise in
futility.

If a figure of $100.65 | ess |oadings were used as the
| oner paraneter, the m dpoint between the paraneters would be
bel ow the figure identified by the Judge. But there is, of
course, nothing nmagi cal about the m dpoint; and we would in any
event have little confidence in a result nuch bel ow t he
estimates of $110 and $113 identified by the FCC staff and the
majority of state nenbers of the Joint Board, for it is

% Verizon's Reply Brief on Exceptions, p. 7; the calcul ations
said to support the $101 figure are set forth in a
proprietary attachnent to that brief.
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significant that two disinterested entities arrived at such
close results. Wen all is said and done, we are satisfied that
t he Judge reached a reasonable result on the basis of the record
in this proceeding, and we deny the exceptions.®

EF& Fact or
As al ready explained, estimating the cost of a fully
installed switch requires application to the switch materi al

cost of an "engineer, furnish, and install" (EF& ) factor.
Verizon used a factor of 43.5% AT&T contended that factor was
overstated, far exceeding those used by other tel ephone
conpanies, and it proposed a 25% factor, conprising what it
calculated to be Verizon's own average 15% factor for vendor
engi neering and installation, plus 10% representing the average
of the 8% 12% range of other conpani es' tel ephone conpany
engi neering and installation. The Judge found that Verizon had
shown no reason other than its own actual experience for
adopting its higher-than-average figure for tel ephone conpany
engi neering and installation. He held AT&T's 10%figure to be
unsupported and unduly | ow and recommended, as fair and
reasonabl e, a tel ephone conpany engi neering and installation
factor of 15% Adding that to the 15% for vendor engi neering
and installation, he recomrended an overall EF& factor of 30% ®
Veri zon excepts, seeing no basis for substantially
reducing its actual costs other than "the 'burden of proof’
shibboleth."® |t asserts the data cited by AT&T relate to rural
t el ephone conpani es presumably having snmaller central offices

® It is worth noting, noreover, that while we have not used an

anal ysi s of discounts to reach the $105 per-line cost, the
record with respect to discounts would in no way preclude
that result.

The Judge noted that the 30% factor was to be conputed with
reference to Verizon's clained switching material costs; the
resulting dollar amount, applied to the reduced nmateri al
costs recomended by the Judge, would inply a factor higher
t han 30%

% Verizon's Brief on Exceptions, p. 17.
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and therefore |l ower installation costs than Verizon as well as
hi gher per-line material costs (because the discounts enjoyed by
Verizon are unavailable to thenm) and a correspondi ng | ower
installation cost percentage. Disputing the Judge's suggestion
that the differences between conpani es cut both ways, given the
greater |likelihood that Verizon can enjoy econonies of scale,
Verizon contends that, "in effect, the RD rejected probative,
unchal | enged, reliable data on Verizon's actual sw tch EF&
costs, preferring instead to rely on hearsay evidence as to the
installation costs purportedly experienced by a sanple of
unidentified rural conpanies that clearly are not conparable to
Verizon. The prem se that this reliance on | ess rel evant, |ess
wel | - docunent ed data makes the estimted EF& factor nore
‘forward | ooking' is sinply perverse."?

AT&T responds that Verizon's denial of the record
basis for the Judge's adjustnent woul d have us disregard the
evi dence on which the Judge relied. It contends as well that
Verizon relies too heavily on costs associated with its existing
net wor k- -such as the increased costs associated with nulti-story
bui | di ngs--thereby violating the TELRI C prem se of a new network
i ncorporating buildings efficiently designed to accommodat e
f orwar d- | ooki ng swi t ches.

Al t hough actual costs are not the end point of a
TELRI C anal ysi s, the evidence presented by AT&T--which Verizon
has credi bly distinguished fromits own circunstances--does not
support as substantial an adjustnent to Verizon's costs as the
Judge applied. On this record, a nore conservative adjustnment
is warranted, and Verizon's EF& factor will be reduced only to
40% To that extent, Verizon's exception is granted.®

 1d., pp. 16-17 (enphasis in original).

® Inits reply brief on exceptions (p. 20), AT&T endorses

Verizon's method for applying the Judge's adjustnent, which
devel ops a new EF& factor applied against the Judge's
recommended i nvestnent instead of applying the Judge's 30%
factor to Verizon's original investnment. The nmethod appears
reasonabl e and shoul d be used with respect to the 40%  fact or
we are adopting here.
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Switching Cost Allocation and Rate Design
1. Usage- and Non-Usage- Sensitive Costs

Swi tching costs conprise traffic-sensitive and non-
traffic-sensitive conponents; the latter do not vary with usage.
Veri zon proposed to recover non-traffic-sensitive costs through
flat-rated port charges (for both Iine ports and trunk ports)
and to recover traffic-sensitive costs through m nutes-of-use
(MOU) switch usage charges. Several other parties, primarily
Z-Tel, asserted that Verizon incurs no usage-sensitive costs in
provi di ng unbundl ed | ocal switching to itself or conpetitors and
switching costs therefore should be recovered entirely on a non-
usage-sensitive basis, through nonthly recurring port charges.

The Judge concluded that while Verizon had argued
successfully against totally non-usage-sensitive rates, Z-Tel
had made a strong case for recovering a greater portion of
sw tching costs on a non-usage-sensitive basis, inasnmuch as a
UNE user purchased all of the switching capacity, including
features and functions associated with any given port. More
specifically, the Judge noted that in the First Elenents
Proceedi ng, a Verizon witness had presented an anal ysis of
switching costs that would warrant allocating only 34%to usage.
Recogni zi ng that data nmay have changed since then, he
recommended a rate structure that assigned no nore than 40% of
switching costs to usage (rather than the 64% of costs assigned
to usage in Verizon's study). The Judge went on to note that
t hough the switching costs assigned to usage were associ at ed
al nost exclusively with peak busy hour usage, they could not be
recovered solely through the usage rate for the peak busy hour.
The only alternatives were to recover themover all usage as
Veri zon proposed, or through non-usage- sensitive port charges
as Z-Tel proposed. He reconmended recovering them over al
usage, inasnmuch as the record suggested that peak busy hour
usage was nore closely correlated with total usage than with
ports.

Verizon excepts, urging use of its 36% non-usage-
sensitivel/ 64% usage-sensitive allocation. It contends it has
consistently treated switch port costs as non-usage-sensitive
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and the remai nder as usage-sensitive, noting that the allocation
is easily adm nistered inasnuch as port costs are separately
identified by its Switching Cost Information System (SCIS). In
addition, it says, that treatnment is consistent with cost
causation, inasnmuch as the port is the only conponent that is
needed when an access line is not being used, and every feature
of the switch other than the port nmay require augnentation as
the |l evel of usage on a line increase. Verizon contends as well
that the CLEC s purchase of all of the sw tching capacity
associated with a port, including features and functions, is a
matter of product definition that does not inply that the

associ ated costs should be recovered through flat rates. It

al so di sputes the Judge's reading of its Phase | presentation,
contendi ng that switch conponents beyond those conprising the
34% of investnent said by the Judge to be usage-sensitive are,
in fact, usage-sensitive.

AT&T responds that Verizon's past practice with
respect to this issue is irrelevant; that the record shows the
non- usage-sensitive nature of nost switching costs; and that the
only switching costs that are truly usage sensitive in Verizon's
study are the Line CCS category, which average between 25% and
34% dependi ng on geographi c zone, thereby denonstrating the
reasonabl eness of the Judge's finding that 34% of sw tching
costs are usage sensitive. AT&T urges use of that figure,
rather than the 40% used in Verizon's rate recal cul ations; the
|atter figure reflected the Judge's reconmmendation that "no nore
t han 40% be assigned to usage.

Wor |1 dCom goes further in its reply, urging that
switching costs be treated as entirely non-usage-sensitive and
citing a decision by the Illinois Conmi ssion to that effect,
reflecting an Ameritech-1llinois proposal. It disputes
Verizon's conplaint that the recomended rate structure produces
rates that are too low, again pointing to results in other
jurisdictions. Renewing the argunents for regarding swtching
costs as non-usage-sensitive, WrldCom suggests that Verizon's
swi tch cost nodel had been designed to show the contrary.
Finally, it argues that usage-sensitive pricing of unbundled
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swi tching underm nes fair conpetition by requiring CLECs to
confront a rate structure different fromthe non-usage-sensitive
way in which Verizon incurs its costs.

The Judge fully expl ai ned how his recommendati on was
grounded in the record and why it is reasonable to structure
switching rates on the prem se than no nore than 40% of
swi tching costs are usage-sensitive. The argunents on
exceptions provide no conpelling reason for nodifying that
adj ustment in concept, and both Verizon's exception and
Worl dComi s request to nove to flat rates are denied. But we are
per suaded by AT&T's argument that the proportion of swtching
costs treated as usage-sensitive should be reduced from40%to
34% and that the remaining 66% shoul d be treated as non-usage-
sensitive. That was the allocation in the study cited by the
Judge, and there is no reason to depart fromit. AT&T s
exception to that effect is granted.

2. Calculation of Usage Sensitive Rates
a. Mnutes of Use

Verizon cal cul at ed usage sensitive prices in a manner
understood by other parties and the Judge to involve the
spreading of switch investnent over the 251 business days in a
year, on the prem se that the switch nust be designed to handle
peak traffic and peak traffic is realized only on business days.
Z- Tel advocated spreadi ng the investnent over 365 cal endar days.
The Judge saw a need to take account of weekend usage but al so
to recognize its |lower volume and therefore recomended
spreadi ng the costs over 308 days a year, a figure derived by
treati ng each weekend day as one-half of a day; he noted that
Worl dComi s witness had of fered such a proposal as well.

Veri zon excepts, contending that the Judge's
adj ust ment, unnecessary in principle, had the effect of inputing
an unreasonably high nunber of mnutes of use and a
correspondi ng reduction in usage rates. It explains, in sone
detail, that it derived its per-MJU switch usage costs by
di viding total usage-sensitive investnent by busy hour MOUs,
appl yi ng various |oadings to the investnent per busy-hour MU,
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and then applying a factor that converts the cost per busy-hour
MOU to cost per MOU. The conversion factor is derived by
dividing the ratio of busy-hour MOUs to total MOUs in a typical
busi ness day by 251, the nunber of business days in a year. It
is that calculation alone that uses the figure of 251, and
changing it to 365 or to 308 would require other, corresponding
adjustnments as well to ensure consistency. To state the matter
differently, Verizon disavows any assunption that usage-
sensitive costs should be spread only over business day MOUs and
agrees that the usage rate nust reflect the ratio of total usage
sensitive costs to total billable MOUs; it clainms to have used

t he nunber of business days only in properly cal cul ating that
ratio.

I n addition, Verizon calculates that the reconmended
decision's figures inply 338 billion annual mnutes of use, in
contrast to the 275 billion MOUs inplied by its own anal ysis.

It contends its figure is supported by actual data for the year
2000, showing 280 billion Dial Equipnent Mnutes (DEMs), and it
notes, by way of conparison, that the HAI Mdel input was only
about 240 billion DEMs, based on 1998 data. Anticipating an
objection to its reliance on data for 2000, it argues that if a
hi gher projected figure were to be used for "forward-| ooking"
pur poses, switching investnment would have to be increased as
wel | .

In response, AT&T, Worl dCom and Z-Tel dispute
Verizon's interpretation of its calculations and its reference
to actual data. W rldCom and Z-Tel argue, with al gebraic or
arithnmetic denonstration, that Verizon's conputations fail to
spread switching costs over all mnutes of use. All three
parties object to Verizon's reference to actual data, arguing
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that it is irrelevant for TELRI C analysis.® Verizon disputes
that prem se, contending, anong other things, that a TELRIC
anal ysi s must be based on current denand.

As argued on exceptions, this issue poses two separate
t hough rel ated questions: whether the Judge's adjustnent was
proper in theory; and whether, even if arguably sound in theory,
it absurdly inplies far too many m nutes of use. On the
t heoretical point, Verizon correctly states that "the usage rate
nmust be based on the ratio of total TS cost to total billable
MOUs, whenever those MOUs occur. The issue is how properly to
calculate that ratio."” But the Judge found, and Worl dCom s and
Z-Tel's argunents on exceptions confirm that Verizon's
cal cul ations do not calculate that ratio properly and have the
effect, Verizon's argunents to the contrary notw thstandi ng, of
spreadi ng switching costs only over business day MoUs, not total
NQJS.H

Verizon objects as well that the Judge's adjustnent
inmplies a nunber of MOUs far in excess of the current demand, to
which TELRIC requires us to refer. As a threshold matter, the
di screpancy nay be not be due entirely (or even in large part)
to the Judge's adjustnent and nay be caused by ot her aspects of
Verizon's cal culations. Mre fundanentally, and as Verizon
itself argues persuasively in the context of |oop costs,
di scussed bel ow, proper treatnent of "current demand” has to

® The portions of the reply briefs on exceptions containing

this argunent are anong those Verizon challenges inits July
18 notion; it asks us to allowits sur-reply to this argunent
because it "did not anticipate that the CLECs woul d take this
tack, and we thus have not yet had an occasion to address
this argunent in our briefs.” (Verizon's notion, p. 2).

That a reply brief on exceptions presents an unanti ci pated
response to an argunment made on exceptions hardly seens to
require allowing a sur-reply; nonetheless, in the interest of
a full airing of the issue, we have considered Verizon's
submi ssi on

© V\erizon's Brief on Exceptions, p. 20.

" See, in particular, the denonstration at Z-Tel's Reply Brief

on exceptions, attachnent A Additional calculations tending
to confirmZ-Tel's result are set forth in Appendi x B.
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recogni ze "ultimate denmand."” The system nust be sized in that
manner to avoid | ack of capacity, and rates nmust then be set, in
fairness to both present and future custoners, on a prem se of

| evel i zed usage sonewhere between "current” and "ul ti nate"

| evel s. As discussed below, we do that explicitly in the | oop
context, through various adjustnments related to demand | evel and
fill factor; and it is hardly surprising, and certainly not

evi dence of error, that the results we reach on switching rates
do so inplicitly. Verizon suggests that the | arger nunber of
MOUs may inply a switching network |arger than the one it costed
out; but it is inportant to recognize that the network is sized
primarily on the basis of peak busy hour demand, which is
unaffected by the Judge's adjustnment. The adjustnent applies
only to the nechanismfor spreading the costs of neeting that
demand over the nunmber of MOUs throughout the year. For al

t hese reasons, we are satisfied that the Judge's resol ution of
this i ssue was reasonabl e, and Verizon's exception is denied.

b. Tinme-of-Day Rates
In calculating its switching rates, Verizon al so

applied tine-of-day adjustnments that Z-Tel regarded as
arbitrary. The Judge noted that Verizon had not responded
specifically to Z-Tel's criticisns and invited parties to
address the tine-of-day adjustnents on exceptions.

Z-Tel objects to tine-of-day pricing on the grounds
that a single rate is easier to deal with; that it offers no
econonmi c efficiency benefits, because the rating periods, in
Z-Tel's view, are only |oosely correlated with actual peaks and
nost | ocal service in any event is flat rated; and that tine-of-
day adjustnents create the illusion that the allocation of fixed
switching investnent is other than arbitrary. WrldCom argues
to simlar effect, stressing the difficulty of inplenenting
ti me-of -day rates properly.

Verizon di savows sone of Z-Tel's argunents but says it
does not object to a rate structure wthout tinme-of-day
deaveraging as long as it provides for recovery of total
identified switch usage costs.
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We, too, do not agree with all of Z-Tel's argunents,
but we see no need to inpose tine-of-day pricing on the parties
her e.

Port Additives

"Port additives" are certain optional swtching
features whose costs Verizon separately cal cul ated. AT&T
contended that Verizon had not substantiated those cost clains
and proposed to reduce Verizon's cal cul ated costs by 89%
representing the proportional reduction applied by AT&T to the
swtch digital line port UNE to correct for AT&T s view of the
proper vendor discount and EF& factor. It suggested further
that the rates be set at zero on the prem se that the
adm ni strative costs of collecting them m ght exceed the port
additive costs as so recal culated. The Judge found AT&T s
proportional reduction reasonable but noted that the anmount of
t he adj ustnent shoul d be recal cul ated on the basis of the
recommended deci sion's concl usions regarding switch materi al
costs and EF& . He considered it unlikely that the resulting
rates would be too lowto be worth collecting but invited the
parties to consider that on exceptions.

Verizon excepts to the port additive adjustnent
the sane grounds as it objects to the general switch cost
adjustnments that the RD would mrror in the port additive
rates."” |t expresses doubt that rates recal cul ated on the
basis of the Judge's adjustnents would be too lowto be worth
col | ecti ng.

Br oadvi ew excepts, acknow edging that the reconmended
reduction in the port additive rates is a nove in the right
di rection but expressing sone concern about the application of
any charges for port additives. It suggests that the
recommended reductions in |loop rates and switching rates could
be offset by port additive charges inposed on UNE pl atform

on

2 Verizon's Brief on Exceptions, p. 22. It thus appears that

Veri zon does not specifically object to the concept of
adjusting its port additive rates to reflect whatever
adj ustnment mght ultimately be nade to switching rates.
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custoners. It urges that "all costs associated with UNE-P [ be]
carefully exam ned to insure that reducing one set of rate

el enents (i.e., switch usage rates) is not counterbal anced by an
i ncrease or additional set of newrate elenents (i.e., features,
port additives).""”

AT&T does not except, but submts various
recal cul ations of the port additive rate, noting, anong other
t hi ngs, that adoption of the Judge's reconmmendati ons on
switching costs (to which AT&T excepts, for the reasons
descri bed above) results in a 44%reduction in Verizon' s clainmed
port additive costs.

Veri zon responds that Broadview offers no good reason
for disallow ng the charges, noting that the purpose of the
proceeding is to set rates on the basis of its costs, not to
ensure particular gains or losses to particular players. It
adds that AT&T's recal culations treat the switching EF& factor
erroneously.

Br oadvi ew s exception is denied, for the reasons
properly noted by Verizon. AT&T' s recalculation is noot, given
the further recal culations required by this order.

Tandem Swi t chi ng

The Judge recommended that tandem switch rates be
reduced by the sane percentage as |local switch rates, plus an
addi tional 10% reduction to recognize Verizon's failure to
explain why it assuned that the vast majority of its tandem
swi t ches woul d be purchased fromone of its two vendors. (In
the context of end-office switches, Verizon had successfully
defended its prem se of an equal mx.) Verizon notes that its
exceptions with respect to local switch costs apply here as
wel | .

Al t hough Verizon objects to the reductions recommended
by the Judge, it does not suggest that tandem swi tch rates
shoul d be treated differently fromlocal, and there is no reason

? PBroadview s Brief on Exceptions, unnumbered third page.
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to do so. Tandem switch rates should be reduced fromthe |evel
proposed by Verizon in the manner recomended by the Judge.

Ref unds

Because of the uncertainty regardi ng vendor discounts
and the associated switching costs, the switching rates set in
the First Elenments Proceeding were left tenporary, subject to
refund or reparation. 1In its brief to the Judge, AT&T urged us
to require Verizon "to refund all switching rates paid by CLECs
in excess of Verizon's forward-|ooking econonic costs for
switching retroactive to April 1, 1997."™ Noting that AT&T had
of fered no argunent in support of its request and that Verizon
had not addressed the issue in brief at all, the Judge asked the
parties to consider further on exceptions whether we should
exercise our discretion to require refunds in the event the
tenporary rates were reduced.

On exceptions, AT&T again urges refunds, citing the
substantial reduction in switching rates reconmended by the
Judge (which, it clains, would be even greater if rates were set
on a proper TELRI C basis) and the consequent overpaynent by
CLECs to Verizon during the period the tenporary rates have been
in effect. Renewing a frequently advanced claim it attributes
t hese overpaynents to Verizon's alleged "material
m srepresentation of fact on new switch di scounts” in Phase 1,
and it urges us to "make AT&T partially whole for those vast
anti-conpetitive overpaynents” by ordering refunds retroactive
to July 1, 2000.7

Z-Tel and Met-Tel also urge refunds. Z-Tel asks that
the refunds be retroactive at |east to Septenber 30, 1998, the
date we put the parties on notice we were aware of errors in
Verizon's Phase 1 filing. It acknow edges our finding,
reiterated by the Judge, that Verizon's errors in Phase 1 were

“ AT&T's Initial Brief, p. 80.

® AT&T's Brief on Exceptions, pp. 15-16. As Verizon notes in
reply, AT&T does not explain why it nodifies its position on
exceptions and requests refunds back only to July 1, 2000
rather than to April 1, 1997.
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likely careless rather than deliberate but it asserts that, in
any event, the errors "were clearly nade by Verizon, and Verizon
al one shoul d bear the cost of rectifying [then], particularly
when considering the magni tude of the overpaynents. . . . It is
entirely unreasonable to require Z-Tel to forgo refunds of the
mllions of dollars overpaid solely as a result of Verizon's own
carel essness (or reckl essness and nal feasance)."™ Z-Tel urges
that the refunds be paid in cash with interest at 12.6% the
current yield on B2/B bonds. Anticipating a possible argunent
that the errors at issue were not responsible for the entire
di fference between the tenporary rates and those set here, Z-Tel
asserts that the benefits of identifying the portion of the
difference attributable to the errors would be outwei ghed by the
difficulty of performng the exercise. 1In the event such an
attenpt were made, however, Z-Tel would urge that the refund
incorporate at a mnimumthe effects of Verizon's alleged errors
in calculating the switch discount and in using 251 as the
nunber of days over which switching costs should be spread.
Finally, Z-Tel favors retroactive adjustnment of Verizon's
reci procal conpensation rates, inasnmuch as the switching rate is
a conmponent of the reciprocal conpensation rate.” Verizon
responds, anong other things, that any refund of reciprocal
conpensati on paynents shoul d be nutual, enconpassing those paid
by Verizon as well as those received by it.

Met - Tel disputes the prem se that refunds are
di scretionary, contending that both New York | aw and the
Tel ecommuni cati ons Act of 1996 require refunds here. It adds
that even if we conclude that refunds in general are a matter of
di scretion, they would be required in any instance where an

76

Z-Tel's Brief on Exceptions, p. 13.

" "Reci procal Conpensation" refers to an arrangement between

two | ocal exchange carriers in which each conpensates the
other for the transport and term nation on the second
carrier's network facilities of calls originating on the
first carrier's facilities. Under present arrangenents, it
consi sts of mnutual reinbursement of term nation costs; the
rates are set on a TELRIC basis, with reference to Verizon's
transport and sw tching costs.
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i nt erconnection agreenent between Verizon and the CLEC provide
for a true-up. It suggests a procedure for determning the
anount of refunds and urges that they be retroactive to April 1,
1997. Verizon responds that the one New York case cited by
Met Tel for the prem se that refunds are mandatory in fact
required reparations, to avoid confiscating a utility's
property; that the 1996 Act does not address the subject of
refunds; and that the interpretation of particul ar
i nt erconnection agreenents is beyond the scope of this case.

In its own brief on exceptions, Verizon objects to any
refund requirenent. As a threshold matter, it suggests we
| acked the power to set tenporary rates in the circunstances of
the First Elenments Proceeding, which did not grow out of a
utility request for a rate increase or satisfy other asserted
requi renents for tenporary rates. As for refunds thensel ves, it
mai ntains, |ike Met-Tel, that interconnection agreenents
cont ai ni ng pertinent provisions would govern. Beyond that, it
contends refunds--a matter within our discretion--wuld be
i nappropriate here, inasmuch as the Judge's recommendations rely
on cost study inputs, switching contracts, analyses, and FCC
determ nations post-dating the setting of tenmporary rates in My
1997. To order refunds, it suggests, would inply, inproperly,
that the factual prem se for the rates reconmended by the Judge
exi sted then. According to Verizon, "there is sinply no way of
determ ni ng what rate woul d have been set in 1997 had the
Comm ssion been fully inforned as to the discounts in effect at
that time."™ Finally, Verizon urges that if refunds are
ordered, they apply as well to reciprocal conpensation paynents
made by Verizon that were based on sw tching costs.

I n response, AT&T suggests Verizon's objection to the
setting of tenporary rates is untinely, since the tenporary
rates were set four years ago and their tenporary status was

confirmed three years ago. It denies we |acked authority to set
tenporary rates here, arguing that Verizon reads the statute too
narromy. It points as well to Verizon's assertion, in a brief

® Verizon's Brief on Exceptions, p. 24.
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to the court reviewing its FCC s 8271 determ nation, that
concerns about switching rates were nobot because the rates were
tenporary and subject to refund if ultimtely found excessive.”

Wor | dCom al so opposes refunds, in view of "the length
of time that the current rates have been in effect, the
potential billing inbroglios [grow ng out of the conplicated
accounting issues that would be posed in connection with
refunds], and the potential for market-inpacting effects that
t he Conmi ssion did not intend when it ordered the current rates
to remain temporary."® |f refunds were ordered, WrldCom woul d
limt themto those parties who specifically sought themin
their briefs.

Verizon's suggestion that we lack the authority to
require refunds here is untinely, inconsistent with positions it
has taken el sewhere, and substantively in error. These rates
were made tenporary when set, and that status was confirmed nore
than three years ago, when we said that "because the new
evi dence on switching costs changes the state of the [Phase 1]
record, we will direct that rates that include switching costs
be kept tenporary, subject to refund and reparations, until we

eval uate this evidence and review the switching costs in the
n 81

[ present] proceeding. Having failed to press a tinely
chal l enge to our authority to inpose that condition on the rates
then set, Verizon is barred from doing so now. ®

In addition, Verizon itself has acknow edged and
explicitly relied on the tenporary and refundabl e status of
these rates in defending against its conpetitors' notion for a

stay of the FCC s decision granting it 8271 approval. As AT&T

® AT&T's Reply Brief on Exceptions, pp. 29-30.

® \WorldComis Reply Brief on Exceptions, p. 209.

8 First Network El ements Proceeding, Order Concerning Petition

for Reconsideration of Phase 1 Conpliance Filing (issued
Novenber 6, 1998), p. 7 (enphasis supplied); a simlar
statenent appears at Order Denying Mtion to Reopen Phase 1
and Instituting New Proceeding (issued Septenber 30, 1998),
p. 12.

% See PSC v. Rochester Tel. Corp., 55 N.Y.2d 320 (1982).
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poi nts out, Verizon successfully argued to the United States
Court of Appeals for the District of Colunbia Crcuit that there
could be no irreparable injury associated with all egedly
excessive switching rates, inasmuch as the rates woul d be
subject to refund if proven to be excessive.® On that basis as
wel |, Verizon cannot now be heard to chall enge our decision to
make these rates tenporary.

Finally, Verizon's argunments agai nst our authority are
substantively flawed. It argues that the sources of our
statutory authority to set tenporary rates are inapplicable to
the present case: PSL 88113(1) and 97(1) apply, in its view,
only where the utility seeks a rate increase, which Verizon did
not do here; PSL 8113(2) deals with situations in which a
utility receives a refund of anmounts it had paid (such as
taxes); and PSL 8114 allows tenporary rates pending the
concl usi on of a proceeding, but these rates have renai ned
tenporary long after the conclusion of Phase 1.%

Verizon reads our authority too narrowly. PSL 897(1)
gi ves us broad authority to change rates "upon such ternms,
conditions or safeguards as [we] may prescribe,” and it goes on
to authorize tenporary changes in rates. It is not limted to
proceedings instituted by a utility filing, and, together with
88113(1) and 114, it establishes a conprehensive statutory
structure that permts us to act pronptly to set rates subject
to later refund, reparation, or recoupnent, as circunstances nmay
warrant.® In this instance the circunstances so warranted: UNE
rates needed to be set pronptly; there were doubts about the
record on the basis of which we were acting; and the best way to
act pronptly while protecting the interests of all parties was

8 AT&T's Reply Brief on Exceptions, pp. 29-30, citing Verizon's
Brief in Opposition to AT&T's and Covad's Enmergency Motion
for a Stay, p. 14, fn. 12.

Verizon's Brief on Exceptions, p. 23, fn. 56.

The need for and breadth of that authority was recognized
even before it was expanded by the enactnent of 88113 and
114. See City of New York v. New York Tel. Co., 115 M sc.
262 (Sup. Ct., New York Spec. Term 1921).
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to set tenporary rates subject to refund or reparati on once the
situation was further clarified. W clearly described what we
wer e doing, and, as noted, no party has until now questioned our
authority to do so.

That we have authority to direct refunds here,
accordingly, is clear. Less certain, at this point, is whether
and how we shoul d exercise our considerable discretion over the
use of that authority. 1In view of the many conputational and
ot her uncertainties, including the possible need for additional
i nformation on m nutes-of-use, we are reserving judgnment on the
i ssue for now, and we encourage the parties to pursue a joint
proposal for resolving the matter. If they are unable to reach
agreenent on a joint proposal, we will decide the matter after
requesting and reviewing the additional information that may be
needed.

| N\VESTMENT LQADI NGS

In an early step of its cost analysis, Verizon applied
to the material cost of its investnment various investnent
| oading factors to generate a total installed cost that includes
engi neering, furnishing and installation (EF& ) costs; |land and
buil ding (L&B) costs; and power supply costs. Verizon, AT&T,
and the CLEC Coalition except to various aspects of the
recommended decision's treatnment of the | and and buil di ng
factor, but before turning to those it is necessary to note two
calculation matters rai sed by Verizon.

First, in connection with his adjustnment to the switch
EF& factor, the Judge recognized that if the level of
investnment is reduced, the factor percentage |evel nust be
increased in order to recover the sane |evel of expenses.
Veri zon notes the Judge's recognition of that point, and excepts
to the recommended decision's failure to make sim | ar
adj ustnments to other investnent |oading factors as a corollary
toits reduction in the |level of material costs.
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Verizon's point, to which no party responds,® is well

taken. The | oadi ng percentages will be adjusted accordingly.

Second, in its adjustnents to ensure that the L&B
fact or avoi ded doubl e recovery of central office space used by
collocators and separately paid for, the recomrended deci sion
estimated that 2.5% of Verizon's central office space would be
used for collocation. (Verizon's estimate was 1.019% the CLEC
Coalition's estimate was 3.2616% ) Verizon notes on exceptions
t hat the workpapers acconpanyi ng the reconmended decision's rate
calculations treated the 2.5%figure as a dowmward adjustnent to
the land and building factor itself, and it presents alternative
cal cul ations correcting that error. Verizon's point, to which
no party responds, is well taken and the correction will be
made.

Land and Buil di ng | nvest nent Loadi ng Factor

Verizon adjusted its initially calculated | and and
buil ding factor to correct a nunber of errors identified by
ot her parties. The result of these adjustments turned out to be
an increase in |loop costs instead of the anticipated decrease,
and Worl dCom charged that Verizon had produced these results by
fundanmental |y changing its costing nethod. Verizon defended its
cal cul ations, arguing, anong other things, that the increased
| oop costs were offset, via a reduced | and and buil ding factor,
in the land and buil ding costs recovered through rates for other
UNEs; overall, total recovered L& costs did not increase.

The Judge recommended no adjustnent, finding Verizon's
st ep- by-step explanation of its cal cul ations reasonabl e; but he

added that his conclusion "rests in |arge part on Verizon's
representation that total L&B costs recovered through UNE rates
will not be increased, and that the increased |oop costs will be
of fset by reduced recovery of L&B expense through rates for

% The CLEC Coalition uses the opportunity to reiterate its
opposition to the FLC (defined and di scussed bel ow and
inplicated in the calculation adjustnents called for by
Verizon) but takes no position on the adjustnents thensel ves.
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other UNEs."® Verizon had said that it would recal cul ate those
UNE rates as part of its conpliance filing, but the Judge
directed it to do so in its brief on exceptions and to
denonstrate that the reductions in other UNE rates were adequate
to avoi d any doubl e count.

Verizon includes, with its brief on exceptions,
calculations said to provide the required denonstration. It
contends that L&B investnent (net of |and and buil di ngs
dedi cated to administrative support) conmes to approximately
$1.36 billion, and that application of its proposed L&B factor
to the UNE rates recommended in the recomended decision wll

recover only $1.32 billion. Accordingly, it says, there is no
doubl e recovery. Verizon recognizes that its initial filing in
t his proceedi ng recovered only about $900 million of L&B costs,

but it attributes that to the errors corrected in its rebuttal
testinmony, arguing that the neasure of double recovery should be
the total forward-I|ooking, non-admnistrative L& cost of $1.36
billion.

AT&T responds that Verizon's calculation confirnms the
presence of a substantial increase in clained | and and buil di ng
costs and urges disallowance of the $432 nillion difference
bet ween the costs here clainmed and the $900 million initially
sought. To Verizon's claimto have shown the absence of any
doubl e count, AT&T responds that the Judge did not refer to a
"doubl e count” but directed Verizon to show that "total L&B
costs recovered through UNE rates will not be increased,” a
showing it has failed to nake.

Al though AT&T in its reply to exceptions enphasizes
the concern over a net increase in costs, the doubl e-count
guestion figures promnently as well: the Judge concl uded his
direction to Verizon by requiring it to "denonstrate . . . that
the reductions in [rates for other UNEs] are adequate to avoid
any double count,” and AT&T, in its own brief on exceptions,
reserved the right to pursue the matter further "after having an
opportunity to review Verizon's attenpt to conply with the

¥ R D, p. 109.
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directive of the RD that it denonstrate no doubl e recovery of
costs."® The Judge assumed, in effect, that any increase in
total L&B costs would be tantamount to a doubl e count, inasnuch
as all L&B costs had already been fully captured before the
adjustnments that initiated this dispute. Although the parties
now portray the two issues--double count and overall increase--
as distinct, each stressing one to the exclusion of the other,
t he Judge regarded them as identi cal

In any event, what Verizon has shown is that it
reduced the L&B factor as anticipated, but that the application
of that reduced factor to additional RT investnment (whose costs
had previously been recovered directly) produces, w thout double
count, an overall increase in total L&B costs recovered by
applying the L& loading factor. This appears to contradict its
initial claim which the Judge had asked it to substanti ate,
that "the increase in |loop costs that was noted in WrldCon s
[initial] brief [to the Judge], and that resulted fromthe
application of the (restated) L& factor to RT equi pnent
investnent, was not an increase in the total L&B costs that
Veri zon woul d recover through UNE rates. Rather, it was offset
by the reduction in the L& factor itself and the consequent
reduction in the L& costs that would be recovered through rates
for other UNEs, such as local switching. "®

According to our Staff's calculations, the three
revi sions made by Verizon to elimnate the double count had the

net effect of increasing overall UNE costs by $60 mllion (Il oop
costs went up by $73 million but other UNE costs declined by
only $13 million). Verizon nmay have shown the absence of any
doubl e count, but it still has not explained why collecting the
L& costs at issue through the L& | oading factor rather than
directly has resulted in an overall increase in UNE costs.
Accordingly, we will apply only the adjustnment to elimnate

direct recovery of the L& costs at issue; and rates should be

8 AT&T's Brief on Exceptions, p. 38.
¥ Verizon's Reply Brief, p. 15 (enphasis in original).
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set on the premise of total L& costs of about $900 million, ®
consistent with Verizon's initial claim

Cal cul ation of the L&B Factor

Noting the Judge's discussion of the application of
the FLC (discussed above) in calculating the I and and buil di ng
factor, the CLEC Coalition argues that a double count results if
the FLC is applied together with another adjustment, which it
refers to as the "TPlI adjustnent” and Verizon terns the "Current
Cost / Booked Cost" (CC/ BC) ratio. The CLEC Coalition favors
elimnation of the FLC generally, but if that argunment did not
prevail, it would urge that the TPl adjustnent be elimnated to
avoi d the doubl e count.

Verizon replies that the two adjustnents do not
overlap. The COBCratio, it explains, applies current prices
to the enbedded equi pnent refl ected on Verizon's books. The FLC
reflects ubiquitous deploynment of forward | ooking technol ogy, as
required by TELRIC. The two together, Verizon asserts, convert
book investnents to forward-1ooking investnents.

Verizon's response i s persuasive, and the CLEC
Coalition's exception is denied.

ANNUAL COST FACTORS

| nt roducti on

As al ready nentioned, Verizon used annual cost factors
to convert TELRIC investnents into annual costs for UNEs and to
devel op nonrecurring charges. The factors are expressed as
rati os whose nunerator is pertinent expenses and whose
denom nator may be rel evant investnents, other expenses, or
revenues. Six of the eight ACFs use an investnent denom nator;
they are identified as (1) the depreciation ACF, (2) the return,
interest, and federal inconme tax (RIT) ACF, (3) the ad val orem
tax ACF, (4) the network ACF, (5) the whol esal e marketing ACF
and (6) the other support ACF. The conmon overhead ACF is an

® The figure to be used is further specified and explained in
Appendi x C.
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expense-to-expense ratio used to identify and all ocate comon
over head expenses, special pension enhancenent paynments, and
savi ngs associated with the Bell Atlantic/ NYNEX nerger.
Finally, the gross revenue |oadi ng ACF, expressed as an expense-
to-revenue ratio, allocates uncollectibles and Comm ssi on
expenses.

To develop its ACFs, Verizon began with 1998 expenses,
which it claimed to have adjusted (from $7.866 billion overal
to $5.316 billion overall) to insure conpliance with TELRIC, to
reflect decisions in the First Elenents Proceeding, and to
capture an assuned | evel of productivity and savings. In
addition, it asserted, the ACFs reflect no gromh in costs since
1998, thereby sparing UNE custoners the effects of inflation.
Veri zon contended that "the ACFs provide custoners with the
benefits of productivity gains, even when specific prograns have
not been identified to achieve these gains, while insulating
custonmers from cost increases, even when the increases are known
and certain. "%

Verizon maintained that its ACFs had been devel oped in
a manner |l argely consistent with that used to devel op carrying
charge factors (CCFs) in the First Proceeding.® It argued as
wel | that substantial reductions in the expenses captured by the
ACFs, as urged by sone parties, would unlawfully and inproperly
deny it the opportunity to recover the costs it actually expects
to incur in providing UNEs, thereby violating the statutory
mandate that rates be just and reasonable and the FCC s
requi renent that UNE rates reflect "the increnmental costs that
i ncunbents actually expect to incur in making network el ements
available to new entrants."® Verizon explained as well that it
applied three generic adjustnents to its ACF cal culations "in
order to insure that the ACFs used in this proceeding accurately

% Verizon's Initial Brief, p. 39.

% The differences between the two processes are described at

Tr. 2,366-2,369; they are discussed here only to the extent
they are controversi al .

% Local Conpetition Order, Y685.
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refl ected TELRI C assunptions."* The adjustments were said to
exclude retail costs, account for inflation and productivity,
and apply a forward-I ooki ng-to-current conversion.

The Judge resolved a series of objections to the ACFs.
They are discussed here only to the extent they are raised by
parti es on exceptions.® Follow ng the format of the reconmended
deci sion, we consider cost of capital issues separately as the
next maj or headi ng.

Productivity
1. In Ceneral

In estimating the expenses to be allocated through the
vari ous ACFs, Verizon assuned productivity savings of 2% above
inflation for network rel ated expenses (primarily mai ntenance)
and 10% above inflation for non-network-rel ated expenses; it
asserted that those were the figures we applied in Phase 1 of
the First Elenments Proceeding and el sewhere. The CLEC Coalition
argued that application of the concepts we used in the First
Proceedi ng required a substantial increase in inputed
productivity. It argued that the 10%figure applied in the
First Proceeding represented an annual rate of 5% applied over
two years (1995, the base year for the data, to 1997, the year
the prices were to take effect). Here, 1998 data are being used
and the rates were expected to take effect in 2001, suggesting a
productivity factor of at |east 15% (5% over three years) or
even 20% (if a fourth year is recognized).

The Judge regarded as insufficiently anmbitious the
3.33% annual productivity figure inplied by Verizon's proposal
to apply a 10% adj ustnent over a three-year period but seriously
guestioned as well the 5% and hi gher annual productivity figures

Verizon's Initial Brief, p. 41.

In several instances, parties allege errors in one another's
rate cal culations or in those prepared by Staff and appended
to the recommended decision. Inasmuch as all rates require
recal culation in light of our decisions, those allegations
are discussed only in the event they raise substantive issues
requiring resol ution.
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advocated by the CLEC Coalition. Noting, on the basis of
Verizon's own presentation, that the average productivity factor
used by regulators in price cap proceedings inplied an annual
productivity | evel of about 3.9% the Judge applied that annual
figure over a period sonewhat in excess of three years and
recommended an overall productivity adjustnment of 12% For
mai nt enance, he reconmended a productivity figure of 3% using
annual figures inplicit in the Phase 1 adjustnent but
recogni zing the longer interval in the present case. Parties on
both sides of the issue except.

Verizon maintains there is no record basis for the
Judge's recommendations. Noting that its expenses have actually
increased, it argues that the Judge m sread the precedents that
he relied on for inputing, in the absence of evidence that they
are achi evabl e, productivity adjustnents greater than those
proposed by Verizon itself. It contends, anong other things,
that the annual productivity figures cited in the Phase 1
Opinion and relied on by the Judge had been used only to
cal cul ate the productivity inprovenents inplied by the price
reductions in Verizon's Performance Regul atory Plan (PRP) and
did not represent productivity gains that were either achieved
or achievable. It argues as well that the Judge failed to
recogni ze the need to take account of inflation, estinates of
whi ch are included in the productivity figures cited by the
Judge. Disputing the Judge's characterization of its 3.33%
annual productivity inprovenent as too low, it explains that if
inflation is taken into account, the annual figure beconmes 5.88%
inreal terns, exceeding the productivity figures cited by the
recommended decision. Finally, Verizon regards the productivity
adj ustment as particularly unreasonabl e given the Judge's
recommendations that rates be adjusted to reflect savings
associated with the Bell Atlantic/GIE nerger and that no
al | onance be made for special pension enhancenent (SPE)
expenses. Arguing that nmergers and workforce restructurings are
two i mportant ways to achieve productivity growh, Verizon
charges "it is an unreasonabl e double count to increase the
| evel of assumed productivity, disallow SPE costs, which nust be
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incurred to achi eve these assuned gains, and then separately add
on merger savings."%®

AT&T and the CLEC Coalition respond that there is
anpl e record basis for the Judge's recomrendati on, pointing to
hi s di scussion of the evidence submtted on both sides. They
contend, anong other things, that the recommendation is fully
consistent with the decision in Phase 1, which Verizon itself
relied on, and extends the logic of that decision to reflect the
| onger interval here between base year and rate year. They are
untroubl ed by the gap between all owed and actual expenses,
noting that actual expenses are not the standard used in a
TELRI C anal ysi s.

In its own exception, the CLEC Coalition naintains
that the 3.95% annual productivity factor referred to by the
Judge is too low. It argues that the inplicit productivity
factor in price cap proceedings in states fornerly served by
NYNEX i s higher than the overall average in the survey submtted
by Verizon and that that differential should be taken account of
here. It also urges, in view of the timng of the new rates,
that four years of productivity be recognized rather than three.

Veri zon responds that the CLEC Coalition m sstates the
data with respect to other price cap proceedi ngs and suggests
that the longer interval referred to by the Coalition neans, in
effect, that Verizon will have to absorb even nore unrecovered
cost increases.

A productivity adjustment captures, in regul ated
rates, a reasonabl e degree of productivity inprovenent beyond
what may be reflected through nore specific adjustnents. In
applying it, we recognize that the specific adjustnments do not
exhaust the avail abl e cost savings, but we nust take care as
wel | that the savings not be unfairly overstated or double
counted. As described below, we will reflect in the rates set

% Verizon's Brief on Exceptions, p. 62. Special pension
enhancenent expenses refer to certain costs associated with
of fering enhanced retirenent benefits to its enployees in
order to reduce the workforce; they are discussed further
bel ow.

- 55-



CASE 98- G- 1357

here a pl acehol der estimte of savings associated with the Bel
Atl antic/ GTE nerger, and recognition of those specific savings
warrants tenpering the Judge's general productivity adjustnent,
which is, again, sinply a surrogate for specific savings that
cannot be quantified. Verizon's exception on this point is
granted, and general productivity will be reflected at the 10%
and 2% rates proposed by Verizon.

2. Copper Distribution Facilities

The CLEC Coalition excepts as well to the Judge's
rejection of its proposal to apply the higher, non-maintenance
productivity adjustnment to maintenance related to copper
distribution facilities. The CLEC Coalition had contended that
very little copper distribution plant is turning over and that
t he hi gher adjustnent "properly reflects the inprovenent in
mai nt ai ni ng what ever copper plant may be in place."¥ The Judge
was persuaded by Verizon's rebuttal and concluded that the
prem se of no plant turnover had not been established. On
exceptions, the CLEC Coalition concedes the Judge's point with
respect to copper feeder facilities but disputes it with regard
to copper distribution facilities. 1t therefore urges
application of the overall productivity factor to mai ntenance
expenses related to copper distribution facilities.

Verizon responds that copper distribution facilities
are, in fact, being phased out; that there is no basis for a
reduction in these costs beyond that effected by the CRAF
di scussed bel ow; and that, in any event, the pertinent accounts
i nclude both distribution and feeder facilities, precluding
application of the adjustnent to one but not the other.

Verizon's response i s persuasive; the exception is

deni ed.

For war d- Looki ng-to- Current Fact or
According to Verizon, CCFs were traditionally
calculated by finding the relationship between current expense

% CLEC Coalition's Initial Brief, p. 22.
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and current investnment and then applying the resulting ratio to
convert the investnment into customer charges that permt
recovery of both investnent and expenses. |In a TELRI C context,
the nunerator of this factor--current expense--is significantly
reduced to reflect forward-|ooking TELRI C assunptions, and
unl ess the denom nator is |ikew se reduced, the correspondi ngly
| oner factor, when applied to forward-|ooking TELRI C i nvest nment,
w || underrecover expenses to a degree not contenplated by the
TELRI C net hod. Reduci ng the denom nator is inpractical,
i nasmuch as TELRIC i nvest nents cannot be determ ned before the
end of the study process. Accordingly, Verizon proposed an
adj ustnment, ternmed the forward-Iooking-to-current (FLC) factor,
that woul d divide the ACF by .70, representing the approxi mate
ratio of total increnental costs to the current |evel of those
costs as calculated in the First Proceeding and in proceedi ngs
in Massachusetts and Pennsylvania.® It applied the FLC factor
to the network, whol esal e narketing, other support, and common
over head ACFs--those in which a reduction in investnent could
not be assunmed to inply a conparabl e reduction in expenses. It
did not apply the FLC to the depreciation, RIT, and ad val orem
ACFs, which are directly related to investnent levels, or to the
gross revenue ACF, which directly reflects the |evel of
expenses. Verizon noted that even with the FLC applied, its
studies reflect only $5.316 billion in recogni zabl e costs, in
contrast to its clained actual costs of $7.571 billion.

The FLC drew the fire of numerous parties, nost of
whom saw it, in AT&T' s words, as "nothing nore than a poorly
di sgui sed attenpt by Verizon to recoup its enbedded, inefficient
operating costs. Such recovery would violate TELRIC . "9

The Judge found the FLC to be sound in concept. He
reasoned that in Phase 1, the CCFs had been cal cul ated for the
nost part as the ratio of historical expenses to historical

® Dividing the ACF by .70, of course, is the sanme as
multiplying it by 1.43. Because the FLC is expressed as the
result of the division, a smaller factor is equivalent to a
hi gher cost.

® AT&T's Initial Brief, p. 47.
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i nvestnment, and we were persuaded that application of that ratio
to TELRI C i nvest ment woul d adequately capture pertinent forward-
| ooki ng savings. Here, in contrast, the nunerator of Verizon's
proposed ACF is its forward-1ooking TELRI C expense yet the

denom nator remains historical investnent; the ratio,
accordingly, is lower than it would have been in Phase 1.
Neverthel ess, that lower ratio is applied to forward-| ooking
TELRIC i nvestnent, "thereby in effect double counting the TELRI C
adj ustnent, as Verizon argues. Seen in this light, the FLC does
not convert TELRIC costs to enbedded; it nerely tries to restore
a 'twice-TELRI Ced' cost calculation to one that recognizes
TELRI C only once--as was the case initially in Phase 1."'®

Al t hough he found the FLC sound in concept, the Judge
adjusted it from70%to 75% on the basis of Verizon's estimte
of TELRIC investnent, submitted in response to a post-hearing
gquestion from Staff. He noted as well that "use of the FLC to
avoi d doubl e counting the effects of TELRIC requires being sure
that the remaining 'single count' is not understated. To that
end, expense adjustnents should be rigorously applied where
war r ant ed. "

Verizon does not except to the Judge's nodification to
the FLC, noting only that further adjustnents are needed to
reflect changes in TELRIC i nvestnent resulting fromthe Judge's
ot her recomendations; it recalculates the figure as 66%

Several CLECs continue to object in concept to the FLC

Noting the FLC s significant effect on cost factors,
AT&T contends the Judge overstated the distinction between the
Phase 1 CCFs and the ACFs proposed here. It argues that the
forwar d-| ooki ng adjustnents applied to the expenses formng the
nunmer at or of the ACF (and cited by the Judge as the basis for
concluding that the FLC is needed to avoid any risk that the
cost cal cul ations m ght be "tw ce- TELRI Ced") are, for the nost
part, the sane as the adjustnents to the CCF cal culation that we
ordered in Phase 1. Verizon's proposed CCFs in Phase 1 used

W R D, p. 43
R D., pp. 43-44.
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current expense as the nunerator, but the CCFs actually applied
in setting rates incorporated forward-|ooking adjustnents that
we required, including the elimnation of avoided retail costs,
recognition of productivity inprovenents, elimnation of special
pensi on enhancenent expenses, recognition of merger savings, and
recogni tion of savings resulting from forward-I|ooking plant
i nprovenents. On that basis, AT&T renews its claimthat the FLC
is nothing nore than Verizon's effort to take back the forward-
| ooki ng cost savings it has purported to offer. In its reply
brief on exceptions, AT&T objects to what it considers to be
Verizon's uninvited recal cul ation of the FLC on the basis of
extra-record information.

Wor|l dCom argues to simlar effect, contending that the
FLC is an inproper attenpt to recover enbedded costs through UNE
prices, in violation of TELRI C principles. The CLEC Coalition
i kewi se objects to any FLC adjustnent, adding that the
adj ustnent, if neverthel ess adopted, should be cal cul ated on an
account-specific basis. It disagrees with the Judge's
observation that such specific adjustnents, though desirable,
woul d be inpracticable and contends that the information needed
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to apply account-specific adjustnents is available from
Veri zon. '®

Verizon responds that the CLECs have nerely restated
argunents correctly rejected by the Judge, asserting that "their
fulmnations do nothing to bring into question the RD s finding
that the adoption of a FLC is required to prevent the inherently
unr easonabl e doubl e counting of phantom savings."'® It
reiterates its own argunent that its cost presentation included

only $5.3 billion in costs, conpared with its actual 1998 costs
of $7.6 billion, and that its TELRIC i nvestnent canme to
$16.5 billion, in conparison with actual investnent of

$21.9 billion. It contends as well that the CLEC Coalition has

12°7-Tel took no exception to the use of an FLC in principle but
excepted broadly to the manner in which it had been
calculated. It withdrew that exception in a letter dated
July 6, 2001, acknow edging that it had unintentionally
m sstated what it regarded as the flaw in the Judge's
recommendati on but noting that its withdrawal of its
exception should not be understood as support for the FLC
Inits reply brief on exceptions (p. 6), Z-Tel argues that
what it sees as an inconsistency in Verizon's position with
respect to the FLC suggests we "should, at a mninum raise
the FLC to 0.975, although the evidence . . . suggests it is
perhaps best to elimnate the FLC altogether.” Verizon noved
to strike that passage of Z-Tel's brief on the grounds that
it effectively renews Z-Tel's w thdrawn exception in a manner
denying Verizon the opportunity to respond. Z-Tel responds
that its coments, purportedly show ng how an FLC coul d be
calculated in a manner consistent with TELRIC, constitute a
procedurally proper response to Wrl dConm s argunent on
exceptions that the FLC is inconsistent with TELRI C

Z-Tel's argunents on this issue inits reply brief differ
fromthose initially presented and w thdrawn, but they do not
in any event respond to Verizon's exception and they are
portrayed as a response to WrldComls exception only in
Z-Tel's reply to Verizon's notion to strike. |In effect, the
argunents constitute a challenge to the recomended

deci sion's endorsenent and cal cul ati on of the FLC and coul d
have been presented on exceptions, thereby allow ng for
response by Verizon. To allow presentation of the argunents
now, especially after Z-Tel explicitly wwthdrewits initial
exception on the point, would be unfair, and Verizon's notion
to strike this portion of Z-Tel's reply brief on exceptions
is granted.

%8 Verizon's Reply Brief on Exceptions, p. 32. The reconmended

decision, it should be noted, was concerned about the doubl e-
count but did not characterize the savings as "phantom™
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not called into question the Judge's finding that an account-
specific FLC would be inpracticably cunbersone to conpute,
suggesting that if the exercise were as easy as the CLEC
Coalition contends, the CLEC Coalition could have perfornmed it
inits brief on exceptions, thereby permtting Verizon to
respond to the anal ysis.

The CLECs have not shown the FLC to be unnecessary for
its stated purpose; at nost their argunents inply that it should
have been applied in Phase 1 as well. That it was not applied
there does not preclude its use here, for it appears to be a
proper net hodol ogi cal refinenent. (Methodol ogical refinenent,
of course, can raise rates as well as lower them the test is
whet her the adjustnent nmakes sense.) The general exceptions to
the FLC accordingly are denied, and we reject as well the CLEC
Coalition's proposal to cal culate an FLC on an account-specific
basis; the Judge properly found any such effort to be
i npracticable. That said, we reiterate the Judge's observation
that "use of the FLC to avoid double counting the effects of
TELRIC requires being sure that the remaining 'single count' is
not understated. To that end, expense adjustnents should be
rigorously applied where warranted. "™ W have taken account of
that recommendati on in our deci sions.

We have recal cul ated the FLC on the basis of our
determ nations today; the restated figure is 65%

1 R D, pp. 43-44.
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Removal of Retail Avoided Costs

Consistent with the premise of the FCC s UNE pricing
regul ations, Verizon's studies reflected the assunption that
Verizon was a purely whol esal e conpany; they sought, therefore,
to renove avoidable retail costs from consideration. AT&T
argued that Verizon had not gone far enough in that direction
and that, anong other things, it should have excl uded Universal
Service Fund (USF) contributions, which are assessed on the
basis of retail end-user revenues and accordingly woul d not be
incurred in a whol esal e-only environnent. Verizon responded
that the hypothetical whol esal e-only environnment would likely
i nvol ve changes in the USF and that it was unlikely that Verizon
and other ILECs would be relieved of all responsibility for
uni versal service. Mre fundanentally, Verizon pointed to the
Eighth Grcuit's rejection of the whol esal e-only prem se that
underlies exclusion of USF expenses, arguing that that aspect of
the court's decision had not been stayed pendi ng Suprene Court
review and that we therefore were obligated to take it into
account . '®

The Judge adopted Verizon's retail adjustnent as a
pl acehol der, noting that AT&T had not addressed itself to the
effect of the Eighth Grcuit's decision on its USF adjustnent
and that Verizon had not presented any estimte of how the
deci sion would affect its own figures. He noted as well that
the Eighth Crcuit's decision on this matter "pertained to
resale rates, not UNEs. Extending it to the calcul ation of
excluded retail costs for purposes of UNE pricing my have the
benefits of consistency, but the CLEC Alliance [which had raised
the issue before the Judge but did not file a brief on
exceptions] presents argunents, on which judgenent can here be
reserved, against doing so."'® The Judge accordingly invited
further consideration of this issue.

% More specifically, the Eighth Gircuit determined that the
1996 Act called only for renoval of retail "costs that are
actually avoided," a | esser anmobunt than the "avoi dabl e”
retail costs that the FCC required be renoved.

® R D, p. 44, n. 97.
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On exceptions, AT&T asserts that the TELRIC standard
remai ns in place pending Suprenme Court review of the Eighth
Circuit decision and urges us to "sinply ignore the nost recent
Eighth Grcuit decision in [our] decision on all issues raised
in this docket."'™ |t sees no reason to single out retai
avoi ded costs for special treatnment, noting, as did the Judge,
that the portion of the Eighth GCrcuit's decision at issue
pertained to resale rates, not UNE prices.

Verizon, in contrast, contends it would be
irresponsible to ignore the Eighth Crcuit decision, which
t hough directed specifically to resale rates, is equally
applicable to UNE pricing. It cites in this regard our
statenent in Phase 1 that there was no basis for distinguishing
bet ween resale rates and UNE prices for purposes of estimating
the retail costs to be excluded™® and that the Eighth G rcuit
deci sion accordingly is directly applicable. Wth specific
reference to the Universal Service Fund matter, Verizon argues
that the Eighth Crcuit decision renoves the entire prem se for
AT&T's adjustnent, and it reiterates its argunent that even
wi thout the Eighth Crcuit decision, it would be unreasonable to
assunme that Verizon would have no USF responsibilities in a
whol esal e-only environnent. Finally, responding to the Judge's
invitation, it submts a recalculation of its avoided costs
conputed in a manner it sees as consistent with the Eighth
Circuit decision and estimtes that the adjustment woul d t hereby
be reduced by approximately $175 nillion.

In its reply brief on exceptions, AT&T argues that the
Eighth Grcuit, in a portion of its decision not previously
cited in this case, explicitly ruled that Universal Service Fund
costs shoul d be excluded fromthe costs of providing network
el ements inasnuch as they are not based on actual costs.'® The

07 AT&T's Brief on Exceptions, p. 31.

% Phase 1 Qpinion, p. 96. It is noteworthy that in Phase 1
Veri zon advocated a distinction here while AT&T opposed it.
109

AT&T's Reply Brief on Exceptions, p. 84, citing | owa
Uilities Board v. FCC, 219 F. 3rd 744, 753.
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Eighth Grcuit accordingly did not renove the basis for AT&T' s
adj ustment, as Verizon suggests; rather, says AT&T, it affirnmed
it. Verizon asks, in its post-briefing notion, that this
portion of AT&T's reply brief be disregarded, inasmuch as AT&T
had not raised the argunent in its initial brief, where it
contended only that the Eighth Crcuit decision was irrel evant
here. Should we deny that request, Verizon would respond that
the Eighth GCrcuit was dealing with above-cost contributions to
t he USF, which Verizon agrees should not be recovered in rates
and which it has not sought to recover. The point here, it
says, is whether they should be again be renoved in cal cul ating
retail avoided costs. Finally, AT&T objects as well to
Verizon's recal cul ati on of avoided costs, characterizing it as a
"conpletely extra-record inproper subm ssion of what purports to
be a recal cul ation of Verizon's entire avoided cost study."™ |t
urges that the recal cul ati on be disregarded. Verizon responds
that the recal cul ati on was requested by the Judge.

Turning first to the procedural issue, AT&T s argunent
with respect to the Eighth Grcuit's treatnent of the USF shoul d
have been rai sed on exceptions, in response to the Judge's
request to brief the issue. But in the interest of ful
consideration, we will entertain Verizon's response rather than
striking the passage in AT&T' s brief.

Taki ng account of all the argunents before us, we
rej ect AT&T' s USF adjustment as unsupported and unnecessary, if
only because Verizon has already renoved USF contribution from
its calculations. But we also see no need to nodify the retai
avoi ded cost adjustnment further in light of the Eighth Crcuit,
i nasmuch as the portion of the decision not stayed relates to
resal e rather than UNEs, and a TELRI C based deci si on on UNEs
shoul d continue to reflect avoidable, rather than only avoi ded,
retail costs.

10 AT&T's Reply Brief on Exceptions, p. 84.
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ACF Versus CCF

Verizon's ACF nethod, in contrast to the CCF nechani sm
used in the First Elenments Proceedi ng, assigns sone costs and
expenses not on the basis of investnent but on the basis of

expenses or revenues. As a result, a portion of the comon
overhead ACF is assigned to non-recurring charges which, because
they entail no investnent, would bear no assignnment of common
over head under the CCF nethod. The CLEC Coalition objected to
this change, urging continued use of CCFs in order to avoid what
it regarded as an unwarranted increase in non-recurring charges.
The Judge agreed with Verizon, however, that non-recurring
charges shoul d bear a portion of the overhead costs from which

t hey benefit, and he therefore found the ACF net hod for

al l ocating costs to be reasonabl e.

The CLEC Coalition excepts, asserting that because
common overhead costs are incurred on a recurring basis, they
shoul d not be recovered through nonrecurring charges. In
addition, it contends that we have required use of CCFs in the
context of collocation rates and that the applicable FCC rul es
require that UNE and coll ocation rates be cal cul ated on the sane
basis. It contends further that approval of the ACF nethod w |
entail a departure, w thout adequate explanation, fromthe UNE
pricing nmethod adopted in Phase 1 of the First Proceeding.

In response, Verizon cites testinony that the
exi stence of nonrecurring activities has a direct effect on the
| evel of these expenses.™ It argues further that the FCC
regul ations cited by the CLEC Coalition require only that both
UNE rates and collocation rates be set on a TELRI C basis and do
not require that the TELRIC standard be applied in the sane
manner to different groups of rates. In any event, Verizon
adds, it has been recogni zed t hroughout the proceeding that the
factors ultimately adopted in this nodule would apply to
collocation rates as well as to UNE rates.

Verizon's response i s persuasive, and the exception is
deni ed.

W1, 3,313.
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Net wor k ACF

The network ACF "includes repair, rearrangenent and
testing expenses as well as testing equi pnent capital costs,
plus plant account and general network |oadings."™ In
calculating the factor, Verizon assuned a reduction in "R
dollars,” the costs associated with subscriber troubles, on the
prem se that such troubles would dimnish with the placenent of
newer copper plant. It did not reduce "Mdollars,” attributable
to rearrangenents associated with custoner noves, nunicipa
requi renents, and network upgrades, seeing no basis for assum ng
t hat such costs woul d decli ne.

The Judge held that Verizon had failed to refute the
reasonabl e expectation that noves and rearrangenents woul d be
| ess costly in a forward-1|ooking system He cited, in this
regard, a statement by Staff in its scoping nenorandum prepared
early in the proceeding as well as a press rel ease by SBC
(anot her regional Bell operating conmpany) stating that new | oop
infrastructure "will substantially reduce the need to rearrange
outside plant facilities when installing new or additional
services."™ He regarded Worl dCom's 50% adj ustment to M dollars
as unduly high, however, and recommended a 30% adj ust ment unl ess
parties could show on exceptions that a different figure was
war r ant ed.

Veri zon excepts, contending that despite Staff's
statenent in the scoping neno, Verizon's wi tness had shown in
uncontroverted testinony that there was no technol ogy that woul d
permt reductions fromhistorical levels of Mdollars. It
objects as well to reliance on the SBC press rel ease, arguing
that Worl dCom had offered no testinony on how it was rel evant
and that Verizon's wi tnesses had shown, anong ot her things, that
proj ected savings such as these mght not enmerge. Verizon
regards it as unreasonable to reject the expert testinony of its
wi tnesses in favor of a press rel ease discussing anot her
conpany's network, insisting there is no record basis to assune

"2 Verizon's Initial Brief, p. 54.
3 Exhibit 393 (offered by WorldConm), p. 7.
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that SBC s network is consistent with the one contenpl ated by
Verizon's studies. Verizon particularly objects to application
of the 30% adjustnment to the pole and conduit accounts, which
enconpass itens whose cost will not decline as a result of
t echnol ogi cal advances.

AT&T responds that Verizon's exception nerely
reiterates its conclusory testinony, regarded as inadequate by
t he Judge, that network reconfiguration will continue to be
required even in a forward-|ooking network. According to AT&T,
Verizon fails to respond to the Judge's observation that Verizon
had not recogni zed the extent to which those activities mght be
| ess costly then they had been in the past. AT&T charges that
Verizon's di scussion of Exhibit 393 does not address the Judge's
fundanmental concern that Verizon had not borne its burden of
proof, and it notes that Verizon |ikew se failed to consider
whet her the 30% adj ust nent recomended by the Judge shoul d be
repl aced by sone ot her nunber, insisting only that no adjustnent
at all would be proper. AT&T specifically disputes, as |acking
any record basis, Verizon's proposal to treat poles and conduits
differently.

Possi bl e differences between SBC s network and
Verizon's mght well preclude reliance on SBC s experience for
pur poses of estimating the anmount of an adjustnent, but the
Judge did not use the SBC statenent for that purpose. Rather,
he saw it as confirm ng the reasonabl e i nference, already
reflected in the Staff scoping nmenorandum that even though
f orwar d- | ooki ng technol ogy woul d not obvi ate network
reconfiguration, it would reduce its cost. Despite its burden
of proof, Verizon's effort to refute that prem se pertained to
t he continued need for reconfiguration, which the Judge
acknow edged, but not to its cost; and the Judge reasonably
found that an adjustnment was warranted. He conservatively
regarded Worl dCom s 50% adj ust nent as excessive and adopted a
30% figure instead, and Verizon's exception, limted to the
adjustnment in principle, offers no basis for any other nunber.
Veri zon does, however, provide a qualitatively persuasive basis
for not applying the adjustnment to pole and conduit accounts,
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where there are less likely to be technol ogi cal advances t hat
reduce costs. Verizon's exception is granted to the extent that
the adjustnent will not be applied to poles and conduits; it is
ot herwi se deni ed.

In a separate matter under this headi ng, Wrl dCom
contended that the Network ACF was overstated because of a
di mnution in the adjustnent--the copper repair adjustnent
factor (CRAF)--designed to elimnate recovery of expenses
associated with repairing deteriorated copper plant. 1In the
First Proceeding, the "deteriorated copper repair reduction,” an
i nportant portion of the CRAF, had been set at 60% Verizon here
proposed to lower it to 35% thereby reducing the overall CRAF
fromd42%to 25% The 35% deteriorated copper repair reduction
results fromaveraging the 60% used in the First Proceeding on
the basis of a 1996 study with a new estinmate of 10% \Worl dCom
charged the new figure | acked evidentiary support and was sinply
an unexpl ai ned estimte; Verizon argued that its reduction to
the CRAF reflected the notion that newer plant already in good
condition was less likely to experience large trouble rate
i nprovenents in the future. The Judge found that argunent to
make sense in concept, but he regarded Verizon's 10%estinate to
be i nadequately supported. Verizon had associated that figure
with units that woul d be experiencing excellent service, and the
Judge saw no basis for assumng that all equi pnent woul d have as
small an i nprovenent as the best units. In the absence of a
better estimate, and in view of Verizon's burden of proof, he
substituted a 25% estimate for Verizon's 10% and averaged t hat
25% figure with the 60% of the First Proceeding.

Veri zon excepts, arguing that no party had of fered
testinmony challenging its 10%figure and that cross-exam nation
of its witness, who had directly pertinent expertise, reinforced
its reasonabl eness.™ It denies it failed to meet its burden of
proof, arguing that if the 25%figure used by the Judge had been
submitted in responsive testinony, Verizon could have offered
rebuttal. It recognizes that its 10%figure is based on part on

W 1r. 5 ,272-5,287.
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judgment, but it argues that the judgment "reflects the expert
opinion of a witness with years of relevant experience who was
willing to face cross-exam nation to test the reasonabl eness of
the exercise of his judgenent,” and that there is nothing in the
record to chall enge that judgment.™

In response, AT&T maintains the record provides a
basis for questioning the 10%figure and contends that evidence
and argunent submtted by several CLECs and cited by the Judge
support the Judge's concl usion. *®
effort to pretend the evidence is not there does not nmeke the
evi dence di sappear, and that the weight to be assigned to the
evidence is a matter to be determ ned by the Judge and,
ultimately, by us.

The record on this issue is not so concl usive as

It asserts that Verizon's

either side would have it. The pages of the reconmended
decision referred to in AT&T' s reply brief on exceptions relate
inlarge part to matters other than the specific CRAF

adj ustment; but the pages of the transcript cited by Verizon do
not sustain its 10%figure against the criticismthat a nunber
associated wth the best perform ng equi pnent should not be
universally inmputed. The Judge reasonably took account of that
unrefuted concern in making a conservative adjustnent to
Verizon's figure, and Verizon's exception is deni ed.

Whol esal e Marketing ACF
The whol esal e marketi ng ACF captures the expenses of

"advertising, product managenent, and custoner interfacing
functions."™ Verizon claimed to be seeking recovery here only
of the costs that would be incurred in a whol esal e market, but
neverthel ess included certain advertising expenses. Sever al
CLECs objected, contending that there would be no need to

advertise the availability of UNEs at whol esal e and t hat

5 Verizon's Brief on Exceptions, p. 69.

16 AT&T's Reply Brief on Exceptions, pp. 78-80, citing R D.,
pp. 46-48.

U7 Verizon's Initial Brief, p. 59.
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al l owi ng advertising expense would require CLECs to pay tw ce
for advertising--once to Verizon and once through their own
advertising channels. The Judge disall owed 85% of the clainmed
advertising expense, noting that we had disallowed 90%in the
First Elenents Proceedi ng but that evidence on this record
suggested that some whol esal e advertising was now under way and
warranted a reduction in the disallowance.

Veri zon excepts, contending, as already discussed,
that the Eighth Crcuit decision precludes assum ng a whol esal e-
only environnent. In a m xed wholesale/retail TELRI C
envi ronnment, Verizon continues, it would be doing the sane sort
of advertising it does today and, accordingly, no disallowance
shoul d be applied. Beyond that, Verizon reiterates its
argunents that even in a whol esal e-only environnent, it would
engage in market stimulation advertising, brand awareness
advertising, and advertising to the CLECs thensel ves.

AT&T responds that Verizon is merely reiterating the
argunments on advertising that the Judge found unpersuasive. It
sees no record basis for Verizon's claimthat as a
retail/whol esale provider in a TELRI C environnment it would be
doi ng the sane sort of advertising it does today. (AT&T' s nore
general argunents on the whol esal e-only issue have al ready been
not ed. )

As al ready explained, the Eighth Grcuit's decision
with respect to resale rates, though not stayed, does not
requi re changi ng the assunptions applicable to UNEs. Verizon
has shown no basis for departing in principle fromthe decision
we made in the First Proceeding, and the Judge adequately
tenpered that result by reducing the amount of the disall owance
in on the basis of evidence presented here. Verizon's exception
i s denied.
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Common Over head ACF

"The common over head ACF refl ects comon over head
expense, SPE or equival ent expenses[,] and savings fromthe Bel
Atl antic/ NYNEX Merger. "™ Exceptions are raised with regard to
all three conponents.

1. Conmmon Over head Expenses

Common over head expenses are those associated with
activities, previously designated as general and adm nistration
(&&A) functions, including executive, planning, general
accounting and finance, external relations, |legal, and human
relations. The reconmended deci sion disallowed certain expenses
related to Y2K concerns, rejecting as unproven Verizon's
argunent that the incurrence of those costs nmerely served to
defer other costs and that no disall owance accordingly was
war r ant ed.

Veri zon excepts, contending that the only rel evant
evi dence was offered by its wi tness, who had day-to-day
famliarity with the pertinent budgets and testified that the
Y2K costs only deferred the incurrence of others. AT&T responds
that the Judge properly found that Verizon failed to prove its
case, inasnuch as Verizon had "offered no anal ysis or

guantification to support its witness's creative assertion"” and
that "the fact that Verizon's witness asserted a proposition
does not nean that the finder of facts has no choice but to
accept that proposition. "™

Verizon's argument on exceptions sinply refers to its
wi tness's testinony, which the Judge found i nadequate. Y2K
costs are inherently a one-tine event, and Verizon has not
di sproven the reasonabl e prem se that they should be disall owed
as such. |Its exception is denied.

"8 Verizon's Initial Brief, p. 63.
19 AT&T's Reply Brief on Exceptions, p. 69
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2. Speci al Pension Enhancenent Expense
Speci al Pensi on Enhancenent expenses are those
associated with Verizon's offering of enhanced retirenent

benefits in order to reduce its workforce. In Phase 3 of the
First Proceeding, we denied Verizon's request to recover sone
$387 mllion of such costs. W cited procedural grounds,

related to the tinmeliness of the claim and substantive grounds,
i ncl udi ng, anmong ot her things, the need to recogni ze possible
of fsetting savings. W neverthel ess authorized renewed
consideration of the issue in this proceeding, albeit it on a
prospective basis only; and we added, in response to AT&T s
request for rehearing, that Verizon bears the burden of show ng
any allowance to be procedurally and substantively proper.?® In
t he present proceedi ng, Verizon seeks to recover sone $400
mllion of SPE, a figure based on the average of 1998-1999 SPE
expenses, adjusted to renove avoidable retail costs. It
contends, in essence, that the productivity reflected in its
cost studies can be achieved only if it continues to restructure
its workforce in a manner requiring the expenditure of SPE
costs.

Vari ous CLECs argued, anong other things, that these
costs are incurred to overcone the effects of past
i nefficiencies, that they would not be incurred by an efficient
f orwar d- | ooki ng conpany, and that allow ng them would contravene
TELRIC. The Judge agreed with Verizon that early retirenent
i ncentive costs could be incurred in a TELRI C environnment and
hel d that the costs to be allowed here, if any, "should reflect
the normal |evel of costs that Verizon could be expected to
incur in that environment."* He found, however, that Verizon
had not borne its burden of proving that its clained
$400 mllion of costs would be incurred in a forward-I ooking
environment; that there was no basis on the record for

2 Phase 3 Opinion, pp. 21-22; Phase 3 Rehearing Opi nion,
pp. 6-7. A full discussion of the issue's background appears
in the Phase 3 Recommended Deci sion (issued October 2, 1998),
pp. 18-20.

2 R D, p. 59.
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identifying sone | ower anmpount; and that recovery of SPE expenses
shoul d again be disallowed. In reaching that conclusion, he
cited evidence that there had been considerable variation in
annual SPE costs between 1994 and 1999, calling into question
Verizon's reliance, in formng its estinate, on the costs
incurred in 1998 and 1999, the second and third hi ghest of the
six years. He noted as well that the six years enconpass two
mergers, which could be expected to involve unusual |evels of
early retirenent, and the transition from nonopoly to
conpetition, which could al so be expected to involve an unusual
degree of workforce reduction. Finally, he noted again that

al | omance of the FLC adjustnent requires special diligence to be
sure that all forward-Iooki ng expense reductions are properly
reflected. @

Veri zon excepts, disputing the prem se that these are
transitional costs incurred to nove to a properly sized
wor kf orce and asserting that such costs are incurred by al
busi nesses needing to restructure or refocus their workforces in
a manner that may involve reductions in some areas and increases
in others. It notes that its workforce overall was not
substantially reduced between 1995 and 1999 and t hat
nonmanagenent wor kforce actually grewin order to neet the
conpany's service related commtnents. Mre specifically, it
notes that one of the two nmergers referred to by the Judge was
not conpleted until 2000, after the period anal yzed, and that
AT&T itself, a conpany that has not experienced najor nergers
and not been subject to rate of return regulation, has al so
incurred SPE costs in recent years.™ Finally, Verizon contends
that to recogni ze an assuned | evel of productivity and nerger
savings without allowing the costs that nmust be incurred to
realize those savings "is anal ogous to adopting rates that

2 Exhi bit 410, CC-VZ- 154 (revised suppl emental response).
2 R D, pp. 59-60.
2 Tr. 3,058.
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reflect cost savings froma change in technol ogy, while ignoring
the costs of devel oping that technol ogy."'®

In response, AT&T reviews the history of the issue and
supports the Judge's rejection of what it characterizes as
Verizon's "by now threadbare argunments."® |t contends that
Verizon has failed to denonstrate why it will continue to need
wor kf orce refocusing in the future and why its 1994-1999
experience provides a reliable basis for projecting the future.
It notes that the 1994-1999 period included novenent from cost-
of -service regulation to incentive regul ation, substanti al
corporate restructuring (including a significant nerger), and
the transition to dealing with at least limted conpetition
The CLEC Coalition |ikew se objects to any all owance, noting,
anong ot her things, Verizon's failure of proof.

Verizon's exception, like its argunent to the Judge,
makes a good case for the proposition that SPE costs shoul d not
be viewed entirely as a transitional matter and that they are
likely to be incurred in sone anbunt on an on-goi ng basis. But
t he exception, again |ike the argunent to the Judge, fails to
provi de any basis for estimating that on-going cost. The
hi storical years studied by the conpany invol ved maj or changes
inits operations and organi zation, and even if, as Verizon
argues, its overall workforce did not decline, there is
certainly reason to assune an atypically high degree of
"refocusing.”

As the party with the burden of proof, Verizon should
have done nore to parse its historical experience into its
normal and non-nornmal conponents; and its failure to do so,
together with the need, already noted, to review these expenses
rigorously because of our approval of the FLC, could justify
continued total disallowance of the item as the Judge
recommends. But burden of proof, for all its inportance, is
ultimately a device to be used for the purpose of setting of
just and reasonable rates, and to disallow all SPE costs here on

% Verizon's Brief on Exceptions, p. 65.
12 AT&T's Reply Brief on Exceptions, p. 70.
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burden of proof grounds would be to reach a result that was
procedurally justified but substantively wong. In the absence
of a better estimate, we will allow $60 million of SPE costs,
representing 75% of a five-year average of those costs in the
early 1990s, before the advent of the nergers and conpetitive
markets that tend to increase these expenses.® |n doing so, we
recogni ze the qualitative reality that these costs will not

di sappear in a TELRIC environment, but we keep the all owed
anount properly lowin view of Verizon's failure to prove a

hi gher anmount war r ant ed.

3. Merger Savings

Verizon reflected, in its comon overhead ACF, the
savi ngs associated with the NYNEX/Bell Atlantic merger but
contended that the further savings associated with the Bel
Atl antic/ GTE nerger could not yet be estimated. The Judge saw
no doubt that an estimte of savings associated with the Bel
Atl antic/ GTE nerger should be reflected, and he instructed
Verizon to include an estinmate of those savings in its Brief on
Exceptions, which would follow the date for Verizon's subni ssion
on the matter in Case 00-C- 1945, where the savings are being
addressed. He invited all parties to comment on how to reflect
t hose savings, inasnuch as rates would |ikely be set here before
t he concl usi on of Case 00-C 1945.

AT&T urges recognition here at a m ninum of the
estimated savings submtted by Verizon in Case 00-C 1945,
suggesting that the anount ultimately cal culated in that case

will likely exceed Verizon's estimate and that reflecting that
m ni mum anount in UNE rates should not await the outcome of the
separate proceeding. It would provide for further adjustnment in

UNE rates when Case 00-C-1945 is conpleted. In its reply brief
on exceptions, AT&T questions two aspects of Verizon's estimate
of the merger savings--its offsetting of projected 2003 nerger
savi ngs by renoving projected savings for 2001 and its renoval
of procurenent expense savings and sal es and marketing savi ngs.

27 See Resal e Qpinion, p. 59.
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Veri zon objects to any separate recognition of the
Bel | Atlantic/GIE nmerger savings, contending that their
achievenent is already reflected in its productivity adjustnent,
whi ch the recommended deci sion has already increased. It
insists that "realizing cost savings fromnergers is one of the
primary ways that conpanies can increase their productivity."?®
The CLEC Coalition responds that Verizon's productivity data
predate the Bell Atlantic/GIE nerger and that separate
adj ust rents woul d not overl ap.

We agree with the Judge that savings associated with
the Bell Atlantic/GIE nmerger should be reflected here, and there
is no basis for finding that they are already subsuned in
Verizon's productivity adjustnment.'® Verizon's estimate of those
savings (and its estimte of savings attributable to the
NYNEX/ Bel | Atlantic nerger) are being exam ned in Case 00-C
1945, and we should not here prejudge the outcone of that case.
Accordi ngly, we adopt Verizon's savings estinmates as
pl acehol ders and will set UNE rates on that basis; those rates
shoul d be adj usted prospectively at the conclusion of Case 00-C

1945 to reflect its results.

Depr eci ati on ACF

In Phase 1 of the First Proceeding, we determ ned that
the depreciation lives to be used in estimating UNE costs should
be those set for Verizon consistent with the FCC s triennial
represcription process; in so doing, we rejected Verizon's

request to use shorter depreciation |ives (and consequently

hi gher expense) based on generally accepted accounting
principles (GAAP). Consistent with that determ nation, Staff
stated, as part of its effort early on to assist the parties in

setting the scope of this proceedi ng, that
t he Conmm ssion decided in [the First
El ements Proceeding] that TELRI C
depreciation rates should be based on
depreciation lives used in cal cul ating

28 Verizon's Reply Brief on Exceptions, p. 40.

2% As noted above, we are granting Verizon's exception with
respect to the anount of the general productivity adjustnent.
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booked depreciation on a regul atory basis.
If the service lives for [Verizon' s] plant
changed since rates were set in [the First
Proceedi ng], the new service |ives and
depreciation rates should be used in
devel opi ng TELRI C el enent costs.

Claimng consistency with that precedent and gui dance,
Veri zon proposed use of the depreciation |ives we adopted for
regul atory purposes effective January 1, 1998. The Judge,
however, agreed with AT&T that rates should continue to be set
on the basis of the | onger service lives set by the FCC in 1995
and used in the First Proceeding. He found that the service
lives we adopted in 1998 had been set pursuant to Verizon's
Performance Regul atory Plan (PRP) and did not enbody changes of
the sort to be taken into account pursuant to Staff's August
1999 nenp. He noted that Staff had expressed inportant
reservations about those service lives, which Staff said it had
reviewed only with respect to the benchmark established in the
PRP; a full study conducted w thout the PRP's constraints m ght
wel | have produced a different result. The Judge added that the
1998 changes predated Staff's August 1999 neno and that Staff,
had it contenpl ated use of the 1998 changes here, could have
said so. He regarded these considerations as outwei ghing
Verizon's unsubstantiated concern that the 1995 depreciation
rates had becone stale.

On exceptions, Verizon contends that Staff was aware,
when it stated in its nenp that changed depreciation rates
shoul d be used in devel oping TELRI C costs, that the only
mechani sm for change was the one provided for in the PRP, and
that Staff had determned, in the letter cited by the Judge,
that the revised depreciation rates were consistent with the PRP
guidelines. It suggests that Staff's reference to the different
results that m ght be reached through a conplete depreciation
study was sinply a "general reservation of differences,

[ providing] no basis for rejecting the use of regul ated

0 gstaff menorandum dated August 11, 1999, quoted at Tr. 3,360
and in Verizon's Initial Brief, p. 69.
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depreciation rates, "™ and that no testinony had been offered, by

Staff or anyone else, as to the specific concerns Staff was
referring to. 1In contrast, it adds, Verizon offered a witness
prepared to testify on its depreciation ACF.

In response, AT&T dism sses Verizon's exceptions as
cursory and unresponsive to the Judge's reasoning. It renews
its claim(on which the Judge did not rely) that its own
depreciation witness was better qualified to testify on the
subj ect than Verizon's w tness.

In agreeing with AT&T that the 1995 depreciation lives
shoul d be used, the Judge overstated the significance for this
proceedi ng of Staff's reservations about the 1998 |i ves.

Service lives for Verizon's plant have, in fact, been changed
since the First Elenments Proceeding, and the fact that those
changes were made in the nmanner contenpl ated by the PRP--
sonething Staff would certainly have recogni zed when it provided
t he guidance in its scoping neno for this proceeding--is no
reason to reject the use of those lives here. And though the
speci al circunstances of the 1998 |ives preclude reliance on

t hem as precedent in any post-PRP consideration of depreciation,
t hose shorter lives may well be appropriate for a TELRI C st udy,
in that they better reflect the treatnment of depreciation in the
conpetitive market contenplated by TELRIC. Accordingly,
Verizon's exception is granted.

Bl Verizon's Brief on Exceptions, p. 73.

12 Verizon also asserts that the Staff cal cul ati ons acconpanyi ng

t he reconmended deci sion erroneously fail in sone instances
to use the recomended depreciation rates. There is no need,
however, for any adjustnment on that account. The
depreciation ACFs cal cul ated by Staff in fact differ in sone
i nstances fromthe Phase 1 depreciation CCFs, but that is not
the result of a failure to use the proper depreciation rates.
The difference results sinply frominsertion of the
recommended service |ives and sal vage factors into Verizon's
study for this proceeding, rather than its Phase 1 study.
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COST OF CAPI TAL

| nt roduction

Cost of capital presentations were nade by Verizon and
by AT&T jointly with Worl dCom  Verizon proposed a figure of
12.6% which it regarded as conservative in light of its study's
conclusion that a forward-1ooking wei ghted average cost of
capital related to the supplying of UNEs would be in the range
of 13.03%to 13.38% AT&T/ Wrl dCom estinmated the wei ghted
average cost of capital to be in the range of 9.17%to 9.91%

The parties differed little in their estinmates of the
cost of debt but disagreed sharply on cost of equity and capital
structure. The differences reflected in part Verizon's view
that it should be seen as a fully conpetitive enterprise subject
to all the associated risks and entitled to a correspondingly
hi gher return on investnment and AT&T/Worl dConis contrary view
that an i ncunbent | ocal exchange conpany (and supplier of UNES)
remai ns an inherently less risky operation.

Verizon's witness calculated a cost of equity of
14. 78% based on a di scounted cash flow (DCF) analysis of a
proxy group conprising the conpanies included in the Standard
and Poors (S&P) Industrials, and a debt cost of 7.77% Verizon
contenplated a debt/equity ratio in the range of 25% 75% to
20% 80% the fornmer inplied an overall capital cost of 13.03%
while the latter inplied 13.38% Inits studies, it used a
figure of 12.6% equal to the figure it uses in its own business
decisions™; in light of its witness's calculations, it regarded
that figure as conservati ve.

AT&T/ Wor |l dComi s wi t ness cal cul ated an equity cost of
10. 42% averaging the results of a DCF anal ysis of a proxy group
conprising the regional Bell holding conpanies and the |arger
i ndependent tel ephone conpani es (10.24% and a capital asset
pricing nodel (CAPM analysis (10.6% . AT&T/ Wrl dCom envi si oned
a capital structure ranging from 54% debt/46% equity to 20%
debt/80% equity, inplying an overall cost of capital (assum ng a

3% Verizon's Reply Brief, p. 63.
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debt cost of 7.86% ranging from9.17%to 9.91% the m dpoint of
that range is 9.54% ™

In the First Proceeding, we adopted a wei ghted average
overall cost of capital of 10.2% reflecting a cost of equity of
12.1% and a debt/equity ratio of 40%60% *® Relying in |arge
part on our analysis in the First Proceeding, the Judge
recommends an overall cost of capital of 10.5% conprising a
cost of equity of 12.19% a cost of debt of 7.39% and a
debt/equity ratio of 35%65% Verizon and AT&T except, the
former chal l engi ng several aspects of the Judge's analysis and
the latter contending that the Judge's figure is at the high end
of the range of reasonabl eness and that proper application of
his own anal ysis woul d have produced a substantially | ower
nunber.

The Reconmmended Deci sion
Noting the continued pertinence of our discussion of

the issue in the Phase 1 opinion, ™ the Judge first deternined
that AT&T's proxy group again reflected Verizon's risk profile
better than did Verizon's proxy group, and he recomended its
use. He reasoned that just as TELRI C shoul d not be understood
to contenplate "a fantasy network" that makes use of specul ative
technol ogy, so, too, should it not "be taken to require basing
the cost of capital on a 'fantasy nmarketplace,' in which the
provi sion of |ocal telephone service is as conpetitive as the
sal e of detergent."™ \hile such a market is the goal, it has
not yet been achieved with respect to |ocal service and appears
even nore renote with respect to UNEs. To recogni ze the
novenent that has been achi eved, however, he recommended use of

34 Tr. 2,292, reflecting the updated estimtes in rebuttal
testinmony, as slightly increased in a letter to the Judge
from AT&T' s counsel dated January 31, 2001

% Phase 1 Opinion, p. 40.
% Phase 1 Opinion, pp. 38-39.
B R D., pp. 76-77.
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a capital structure of 35% debt/65% equity, rather than the
40% 60% structure we contenplated in Phase 1

Next, again relying on the Phase 1 precedent, the
Judge rejected Verizon's renewed request to recogni ze quarterly
di vidends and flotation costs in calculating the cost of
capital. In Phase 1, we rejected those neasures as "unnecessary
and contrary to precedent,"” and the Judge saw no need to nodify
that result here.

Finally, the Judge noted that in the Phase 1 Opi nion
we rejected AT&T' s proposal to use a nultistage DCF nodel rather
t han the singl e-stage nodel advocated by Verizon, that AT&T s
argunents in the present case resenbled in many ways those in
Phase 1, and that there continued to be no basis for rejecting
t he single-growh nodel and adopting a three-growth nodel as a
matter of principle or theory.™® He went on to suggest, however,
t hat the unusual circunstances that had led us to use a
mul ti stage DCF nodel in a limted nunber of cases appeared to
exi st here as well and warranted sone adjustnment to the result
produced by the single-stage DCF anal ysis. He considered a
range of options, found their results to vary widely, and
ultimately concluded that the best course of action was to
calculate a cost of equity by applying, to the current cost of
debt, the equity risk premunt® that emerged in Phase 1. That
risk premumcanme to 4.8 percentage points; applying it to the
debt cost here of 7.39% produced a cost of equity of 12.19%
whi ch the Judge found to be well within the range supportabl e by
the record as a whole. Because Verizon chal |l enges vari ous
aspects of the Judge's analysis, it is here set forth in full:

Usi ng the AT&T proxy group wth updated
data woul d suggest, under a one-growh DCF
nodel, a return on equity of 14.77% - al nost
the sane as the return Verizon cal cul ated on
the basis of its own proxy group. The

¥ RD, p. 78.

39 That is, the difference between the cost of debt and the cost
of equity, reflecting the greater risk associated with
equity.
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figure conprises a dividend yield of 2.45%
(measured as of March 30, 2001) and a growh
rate of 12.32% (based on I/B/E/S growth rate
as of March 15, 2001). Several factors
suggest that result is unreliable and
out-of-line, incorporating a growth rate
that will not be sustained.

For one thing, the equity return
calculated in the First Proceeding, 12.1%
exceeded the cost of debt calculated there
(7.39% by 4.8 percentage points. The
present cost of debt (neasured, as in Phase
1, as the average of Moody's conposite rate
for Aa rated debt and S&P' s conposite rate
for Arated debt as of April 3, 2001) is
7.39% and a 14.77 equity cost would exceed
that figure by 7.38 percentage points.

There is no explanation for so substanti al
an increase in equity risk premum and it
calls the calculated equity return seriously
into question. Beyond that, there are
several factors that could account for an
extraordinarily high gromh factor in the
short run, anong themthe growh of wreless
and data/internet and international

services. These are unlikely to continue to
sustain the growmh factor in this way, and
sonme renedi al adj ustnment seens warranted.

Several alternatives present
t hensel ves. A three-growth DCF, applied to
t he AT&T proxy group, using the I/B/E/S
growh rates for the first five years, an
average of that growth rate and AT&T' s
al | eged sustainable growh rate (6.29% for
t he ensuing 15 years, and the sustainable
growh rate thereafter produces an average
equity cost of 10.30% A two-stage
anal ysis, using the sustainable rate after
the first five years, produces an average
cost of 9.26% These figures appear unduly
| ow, particularly when conpared to a
br oadbased average calculated in the Merrill
Lynch Quantitative Profiles analysis, using
a three-stage growh nodel. The April 2001
edition of that docunent cal cul ated a DCF
return of 11.2% for both the S&P 500 and for
a group of 29 tel ecommuni cati ons conpani es.

In view of these wi dely divergent
estimates and t he ongoi ng maj or changes in
the industry that may account for them it
seens to nme that a fair and conservative
result can be obtained by applying to the
current cost of debt the sane equity risk
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prem umthat energed in the First
Proceeding. The cost of debt, as noted, is
now 7.39% and the equity risk premumin
the First Proceeding was 4.8 percentage

poi nts. That suggests a cost of equity in
this proceeding of 12.19% a figure well

wi thin the range supportable by the record
as a whole. The resulting overall cost of
capital, using a debt/equity ratio of

35% 65% comes to 10.5% *°

Excepti ons
1. Verizon
Veri zon contends the recommended cost of capital is

unreasonably low, failing to reflect its risk in offering UNEs.
Di sputing the Judge's view that it would be wong to contenpl ate
vi brant conpetition in the offering of UNEs, it asserts that the
FCC s Local Conpetition Order provides for UNE rates to

approxi mate those that woul d be charged in a conpetitive

mar ket . **

i ssuance of the Phase 1 opinion and anticipated further

It argues that the increase in conpetition since

i ncreases justify the higher risk premumthat troubled the
Judge, and it charges that the recomrended decision's "treatnment
of this issue is result-oriented, unbal anced, and ignores the
record. " According to Verizon, the 14.77%cost of equity that
resulted fromapplication of a one-growth nodel to AT&T' s proxy
group was consistent with the results of its owm witness's

anal yses, and the Judge's rejection of that result because of
its high inplicit risk premumconflicts with the requirenent of
the Local Conpetition Order that rates be set to simulate those
that would prevail in a conpetitive market. Verizon alleges as
wel |l that the recomended decision fails to recognize risk
factors other than conpetition such as operating | everage, the
pace of technol ogi cal change, and the regul atory environnent.

It stresses the last in particular, pointing to regulation's

“ R D, pp. 79-80.

YL Verizon's Brief on Exceptions, p. 74, citing Local
Conmpetition Order, 19635, 679, and 738.

“2 Verizon's Brief on Exceptions, p. 75.
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i mposition of large and thus far unrecovered investnent in
operational support systens and to the TELRI C construct, which
requires rates well bel ow actual costs.

Verizon di sputes as well the Judge's treatnent of
capital structure, noting that it reflects only a relatively
m nor adjustnment to the capital structure per Verizon's books,
even though the Local Conpetition Order requires use of a nmarket
val ue capital structure which, according to Verizon, would
contain nore than 80%equity. It sees no basis for rejecting
its witness's cost of capital analyses, sone of which did not
rely exclusively upon the S&P Industrials with their associated
risk. It suggests several alternative figures to show the
extent to which the Judge's 10.5% cost of capital is
understated: using the recommended deci sion's proxy group and
11.8% cost of equity together with a 20% 80% debt/equity ratio
produces a cost of capital of 11.23% using Verizon's
recommended capital structure and the 14.77% cost of equity that
results fromthe recomended decision's single-stage DCF
anal ysis produces a cost of capital of 13.3% and using the
recommended decision's capital structure with the 14.77% cost of
equity produces a cost of capital of 12.20% **®

Finally, Verizon notes that the cost of capital used
by AT&T in making its investnment decisions is 15.31% and that
the 12.6%reflected in Verizon's studies is equal to the figure
Verizon has used in making its own investnment decisions.*
Noting once again that its witness's analyses called for a cost
of capital of 13.03%to 13.38% Verizon reiterates its view that
12. 6% woul d be a conservative estimate of the true cost.

AT&T disputes Verizon's criticisnms of the reconmended
decision, noting that Verizon failed to nention the Merrill
Lynch anal ysis that produced a cost of equity substantially
| oner than that reconmended by Verizon's witness. Mre
specifically, it charges that Verizon's claimof vibrant
conpetition is unsupported by the record and cites our

S Verizon's Brief on Exceptions, pp. 78-79.
“o1d., p. 79, citing Tr. 2,892
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statenent, in a recent opinion, that Verizon continued to
dom nate the special services market; it contends the sane can
be said with respect to the provision of UNEs.'

AT&T characterizes as "the nost peculiar aspect of
Verizon's argunment” its discussion of regulatory environnment,
contendi ng that Verizon "nmay not be awarded a hi gher cost of
capital because it has failed to present a credible case for
recovery of its alleged OSS devel opnent costs or because it
woul d prefer to base UNE rates on its historical rather than its
f orwar d- | ooki ng costs."* Amobng other specific points, AT&T
contends that the internal cost of capital rates that it used
for its own planning purposes are of no rel evance here.
Referring to its own exception, next discussed, it contends that
t he Judge's recommendation is at the high end of the range of
reason and shoul d be reduced by at |east 100 basis points.

2. AT&T

AT&T contends that the Judge failed to follow through
on his conclusions, and that a proper application of his
anal ysis would result in a weighted average cost of capital no
hi gher than 9.19% ™ It endorses the Judge's conclusions with
regard to the state of conpetition in the UNE markets, the
consequent propriety of using the proxy group advanced by AT&T,
and the need to depart here fromthe single-growh nodel. It
goes on to cite the great inportance in the calculation, as
evi denced fromthe Judge's figures, of the choice between a
singl e-stage and nmulti-stage nodel and to agree that the single-
stage growh figure would be unsustainable. Turning to the
Merrill Lynch analysis cited by the Judge, which calcul ates a

¥ AT&T's Reply Brief on Exceptions, p. 92, n. 42, citing
Cases 00-C-2051 et al., Verizon New York, Inc. - Special
Services, Opinion No. 01-1 (issued June 15, 2001).

AT&T's Reply Brief on Exceptions, pp. 93-94.

146
¥ \feri zon points out in response that the 9.19%figure appears
to be an arithmetic error and should be 9.9% given AT&T' s
statenent that it represents the sumof 2.6% and 7.3%
(Verizon's Reply Brief on Exceptions, p. 41.)
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DCF return of 11.2%for both the S& 500 and a group of 29
comuni cations conpanies, it contends that both of those groups
are riskier on average than Verizon's UNE |ine of business. It
therefore regards the study's 11.2% figure as a ceiling and
excepts to the Judge's reconmendation of a 12.19% cost of equity
on the basis of his risk premumcal culation. It urges
reduction of the cost of equity to 11.2% and a resulting overal
wei ght ed average cost of capital of 9.19%

Veri zon responds that AT&T proposal here is
unsupported by record evidence and is bel ow the 9.54% cost of

capital urged by its owmn witness. It disputes as well AT&T' s
claimthat its figure is conpelled by the Judge's reasoning,
noting that the Judge relied on the Merrill Lynch analysis only

as a basis for assessing the reasonabl eness of a nulti-stage
DCF. The analysis itself is not part of the record and pl ayed
no role in the Judge's cal cul ation of the recommended cost of
capital. It argues again that its own 12.6% cost of capital is
a conservative figure worthy of being adopt ed.

Di scussi on _and Concl usi on

The Judge for the nost part foll owed the precedents we
set in Phase 1, departing fromthemonly when it appeared that
t he one-growt h nodel produced an unreliable result incorporating
an unsustainable growmh and that the alternatives seenmed no nore
reasonable. In view of the circunstances that appeared to
account for the widely divergent results, he resorted to what
anounts, essentially, to an update of the result we reached in
Phase 1.

AT&T' s exception provides no basis for reducing the
result reached by the Judge in order to capture the "Il ogical
concl usion"'® of his analysis; it sinply calls for using sonme of
the factors he took into account in a manner that suggests,

t hrough the application of AT&T's own judgnment, a different
figure. W are unpersuaded by that judgnent, and AT&T' s
exception is deni ed.

8 AT&T's Brief on Exceptions, p. 18.
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Verizon's exception, meanwhile, anounts in essence to
an argunent that the Judge failed to take adequate account of
the conpetitive risks that it faces in offering UNEs. But that,
too, is a matter of judgnent; and we are satisfied that the
Judge' s anal ysi s accounts adequately for those risks,
particularly given our decision (discussed above) to use shorter
depreciation lives and thereby mtigate Verizon's risk as well
as Verizon's right to petition for increased UNE rates in the
future in the event it believes it can justify such action. Al
told, an equity risk premiumof 4.8 percentage points reasonably
recogni zes the risks at hand.

Applying that risk premumto an updated cost of debt
(as of January 3, 2002) of 7.33% suggests a return on equity of
12.13% and an overall return of 10.5% as shown in the follow ng
t abl e:

PERCENTAGE COoST WEl GHTED COST
Debt 35% 7.33% 2. 6%
Equi ty 65% 12. 13% 7.9%
Tot al 100% 10. 5%
LOOP COSTS

| ntroduction and Overall Method
Verizon studi ed the costs of providing unbundl ed
access to two- and four-w re anal og | oops and two- and four-wre
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digital loops.™ |Its cost studies claimto assune a fully

f orwar d- | ooki ng desi gn based on next-generation digital |oop
carrier (DLC) technol ogy, supported by fiber optic feeder cable,
even though DLC i s nowhere near universal deploynent. Anong
ot her things, DLC provides for the conversion of analog signals
into digital format in a renote termnal (RT) located in the
outside plant, allowing for the direct delivery of digital line
signals to digital line switch ports. Verizon maintains this
configuration is always |less costly than one that term nates an
anal og signal at the switch, assum ng costs are anal yzed by
t aki ng account of the |oop/switch conmbination as a whol e rather
than of the | oop alone. According to Verizon, "conparing | oop
costs, without reference to switching costs, is a fallacy that
under m nes nost CLEC analysis of the relative costs of all-
copper | oops and fiber-fed DLC equi pped | oops at short
| engths. "™ Verizon cites in this regard our endorsenent, in the
First Elenents Proceeding, of a 100% fi ber feeder/DLC
configuration, and it continues to regard that prem se as
consistent with TELRIC.

Verizon's | oop architecture al so assunes the use of
f orwar d- | ooki ng GR- 303 t echnol ogy, which, anpong other things,
permts a smaller nunber of switch ports to serve a given nunber

¥ According to Verizon, "a two-wire analog loop is a
transm ssion circuit consisting of two wires that is used to
both send and receive voice conversation in the 300-3000 Hz
frequency range. This is the basic | oop type used for
provi di ng voi ce-grade ' POTS ["plain old tel ephone service"]
service. A four-wire analog |oop consists of two pairs, one
to transmt and one to receive. It is used in certain
private line and data service applications. A two-wre
digital loop is a tw-wire |oop suitable for the transm ssion
of certain high-speed data services. |In particular,
Verizon's two-wire digital ("premum) |oop can be used to
provide | SDN - Basic Rate interface ('BRI') service to an
end-user custoner. A four-wire digital loop will support
DS1-l evel transmission. It can be used, anobng ot her things,
to provide ISDN - Primary Rate Interface ('PRI') service to
an end-user custoner. (Tr. 2,421-22.)" Verizon's Initial
Brief, pp. 108-109, n. 247.

1d., p. 112,
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of POTS | oops. ™ Neverthel ess, Verizon's studies consider not
only the "integrated" DS1-level GR-303 interface but also a nore
costly DSO-1evel "universal"™ (non-GR-303) interface. This use
of universal DLC (ULDC) interfaces rather than integrated DLC
(IDLC) is controversial and is discussed bel ow.

Along with the foregoing technol ogy assunpti ons,
Verizon's study posited use of existing outside plant routes and
| engths, on the prem se that they are driven by factors, such as
geography and | ocal |and-use requirenents, that will not change
in a forward-1ooking environnment. To determ ne the equi pnment
t hat woul d be depl oyed al ong those routes, it randomy sel ected
55 wire centers (representing all three of its proposed density
zones) and asked its outside plant engineers to develop a
f orwar d- | ooki ng design for each of the 242 feeder routes within
those wire centers. It explained that "the engi neers were asked
to assunme current customer and central office |ocations, and
current routing of feeder cable, but otherw se to devel op
designs that were in no way constrai ned by the current,
" enbedded' depl oynent of facilities. In this way, Verizon
insured that the | oop design underlying its studies would be
fully forward-1ooking."*™ In deternmining the quantities of
equi pnent to be depl oyed, Verizon nade assunptions regarding
utilization factors, and it applied what canme to be called an
"environnmental factor,"” said to take account of zone-specific

Bl The initially anal og signal appears at the switch port as a

DSO digital channel (a voice-grade digital channel, i.e., a
digital channel of the |owest capacity), having been
converted to that format at the renote termnal. There is,

however, no DSO-|evel |oop/switch interface, and DSOs are
grouped as a 24-channel DS1 for interconnection. The GR 303
interface group conprises up to 28 DS1 channel groups
interconnecting a renote termnal and a switch, and it

obvi ates a one-to-one association of switch ports and | oops
by taki ng advantage of the fact that only some custonmers wl|
be requesting service at any given tinme and establishing a
connection between a DSO channel and a | oop only when the
custoner picks up the phone. That phenonenon is referred to
as "concentration.”™ (Verizon's Initial Brief, p. 115.)

2 Verizon's Initial Brief, pp. 118-119.
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differences in the amount of work required to install outside

plant. Finally, it developed a "link cost calculator” that
costs out the facilities designed by the outside plant
engi neers.

Verizon studies were subjected to a variety of
criticisnms, sone of which continue to be raised on exceptions.
As in the recommended decision, issues related specifically to
di gital subscriber |oops (DSL) are discussed in a separate
secti on.

Net wor kK Desi gn and Loop Configuration

A maj or source of controversy in the First Elenents
Proceedi ng was Verizon's assunption of 100% fi ber optic feeder;
ot her parties argued, in general, that for relatively short
| oops (various cross-over points were identified) copper feeder
woul d be | ess expensive, and the Hatfield Mddel contenplated its
use. We ultimately determ ned to use the 100% fi ber feeder
network, finding that when installation and nai ntenance, anong
ot her things, were taken into account, fiber offered cost and
operational advantages that warranted its use even for
rel atively short narrow band | oops.™ In the present proceeding,
there is general (though not universal) agreenent that all-fiber
feeder is the technology of choice as long as it is deployed in
a manner that nmaxim zes its advantages; but several CLEC parties
deni ed that Verizon had done so.

After reviewi ng the argunents, the Judge concl uded
that Verizon had "for the nost part, successfully defended its
network design."™ But he applied several adjustments, which are
t he subj ect of exceptions by Verizon (for having been nade at
all) and by WrldCom (for not having gone far enough).™

8 Phase 1 Opinion, pp. 82-84; Phase 1 Rehearing Opinion,
pp. 22-29.

™ RD, p. 87

% ne network configuration issue--the nunber of renote
termnals per central office termnal--is considered in the
context of fill factors.
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1. Concentration Ratio
As al ready suggested, the concentration ratio

represents the degree to which the nunber of |oops can exceed

t he nunber of ports on the prenmise that a connection between a
port and a loop will be needed only when the customer picks up
t he phone. W rldComcalled for increasing the ratio fromthe
3:1 proposed by Verizon to as high as 6:1; Verizon contended,
anong other things, that so high a ratio could result in

i nadequate port capacity and bl ocked traffic. The Judge found
that Verizon had not borne its burden of proving a 3:1
concentration ratio to be the absolute maxi mumbut that a ratio
as high as 6:1 could indeed inperil service and, "to ensure that
prices set on the basis of a reasonable, |east-cost prenise, "™
he reconmended a concentration ratio of 4:1. Verizon and

Wor | dCom except .

Verizon continues to advocate its 3:1 concentration
ratio, which it says represents the judgnent and experience of
its network engi neers on the best way to bal ance the
countervailing interests in mnimzing port costs per |oop
t hrough a hi gher concentration ratio and avoi ding the cal
bl ocking that would result if a free switch port were
unavai | abl e when needed because the ratio was too high. It
reiterates its argunent that a Verizon docunent cited by
Worl dCom in support of a 6:1 ratio did not in fact support that
ratio in practice, contends as well that the Judge's recommended
4:1 ratio had no support in the record, and insists that the
only relevant data in the record was Verizon's expert's
testinmony in support of the 3:1 ratio. Verizon adds that the
3:1 ratio is used in an actual network planning guideline and
that it has no interest in increasing its own retail costs
t hrough an inefficient network design, given that its | ocal
exchange rates are capped by its PRP. Verizon warns that we
"shoul d be extrenely reluctant to endorse potential service-
af fecting changes in network managenent gui del i nes based on

% R D, p. 88
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nothing nmore than intuition."™ |t suggests as well that a

forwar d-1| ooki ng construct mght require a | ower concentration
rati o because of longer holding tinmes attributable to internet
usage.

Worl dCom mneanwhil e, continues to urge a 6:1
concentration ratio, contending that it is supported by
Verizon's econonm ¢ and network planning studies. Inits view, a
4:1 ratio does not nake optinmal use of NGDLC technol ogy and
t herefore does not reflect |east-cost network design as required
by TELRIC. Verizon responds that Wrl dCom has offered no basis
for chall enging the Judge's conclusion that a concentration
ratio as high as 6:1 could inperil adequate service, and it
reiterates its explanation that the Verizon pl anni ng docunent
relied on by Worl dCom used the 6:1 ratio only as a strawman in a
study conducted before the 3:1 concentration ratio was
established as the actual field design guideline. WrldCom s
reply, neanwhile, disputes Verizon's claimthat no party
provi ded evidence contrary to its 3:1 proposal, asserting that
"Verizon is not given license to claimthat no contradictory
evi dence exists sinply because it does not |ike the
contradi ctory evidence with which it was presented."™® Worl dCom
characterizes Verizon's concerns about effects on service as a
red herring and reiterates its argunment that Verizon's concerns
about call bl ockage arise forminefficiencies in the |egacy
network that would not exist in a forward-I|ooking construct.

In effect, WrldCom s exception continues to claim
that the Verizon planning docunent it cites is something other
than what it appears to be, and Verizon's exception ignores the
fact that while the planning docunent cannot be relied on to
establish a 6:1 concentration ratio, it constitutes record
evidence that a 3:1 ratio is not the only one that could be
reasonably considered. 1In settling on a 4:1 ratio, the Judge
reasonably took account of the state of the record as a whole

7 Verizon's Brief on Exceptions, p. 28.

¥ \WorldComis Reply Brief on Exceptions, p. 30.
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and of the countervailing interests at stake. W adopt that
ratio for costing purposes; both exceptions are denied. ™

2. Integrated v. Universal DLC
Verizon studied two alternative | oop/swtch
interfaces: the integrated DS1-1evel interface and the
uni versal DSO-1evel interface. The latter is nore expensive,

but Verizon maintained its use was dictated in sone
ci rcunst ances by service choices made by the CLEC. Severa
CLECs di sputed that prem se.

The Judge credited the CLECs' argunent that GR 303
t echnol ogy shoul d be able to obviate UDLC at |east in the near
future and that a properly forward-|ooking TELRI C anal ysi s
shoul d take account of that. He noted as well, however, that
the capacity may not be avail able now and that its timng was
| ess than certain. Applying a procedure used in the First
Proceedi ng i n anal ogous situations, he recommended that rates be
set now on the basis of UDLC connections in the situations where
Veri zon proposed to do so, but that they be adjusted downward
one year fromthe date of the reconmmended decision, to reflect
| DLC connections, unless Verizon could show that it would be
unreasonabl e to nake that adjustnment. Verizon and several CLECs
except .

Verizon objects to what it characterizes as a
rebuttabl e presunption that the UDLC rate should be elim nated
wi thin one year. The issue, it asserts, is that GR 303 systens
support only a DS1-level interface--"a fact that is not a m nor,
as yet unresolved technical blem sh but one that lies at the
heart of the GR-303 concept. There is no technical devel opnment
that will 'cure' that fact, and no party introduced evidence to

™ Verizon notes further that the 4:1 ratio was applied, in the
Staff workpapers acconpanying its rate recal culations, to
uni versal interfaces and DS-1 central office termnals,
nei ther of which support concentration, and that these errors
shoul d be corrected whatever the concentration ratio may be.
Verizon's point is well-taken and the needed correction wll
be made.
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the contrary."'™® Accordingly, a CLEC wishing to take advantage
of GR-303 woul d have to purchase an entire DSl | evel interface,
conprising 24 DSO channels, and doing so woul d be uneconom c for
a CLEC wi shing to purchase only a few | oops at a particul ar
central office terminal. Verizon therefore maintains the UDLC
is alower-cost alternative for some CLECs even in the forward-
| ooki ng environnent.

AT&T, Worl dCom and Covad object to any UDLC rate even
for the short term They contend that GR 303 technol ogy can
accommobdat e DSO unbundling, pointing to record evidence of
several nethods for doing so. WrldComasserts that the current
state of Verizon's network shoul d be disregarded i nasnmuch as
GR- 303 technol ogy is technol ogically depl oyabl e and does not
require access to a universal interface. Covad notes that there
was no intimation in the First El ements Proceedi ng, where
Veri zon advocated use of IDLC, that use of that technol ogy would
require CLECs to purchase | oops in groups of 24. It
characterizes the recormmended decision as giving Verizon a gift
by allowing it to charge on the basis of enbedded costs for one
year.

I n response, Verizon does not deny the technical
feasibility of connecting a single voice-grade |oop to an |ILDC
interface, but it insists that doing so would be inefficient,
requiring the CLEC to bear the costs of a full DS1-Ievel
interface and, under sone of the alternatives technologically
avai l abl e, requiring additional equipnment. |In response to
Covad' s observation about the Phase 1 decision, it notes that
t he purpose of this proceeding is to update and i nprove the
rates set in Phase 1.

In a related issue raised for the first tinme on
exceptions, AT&T and Wrl dCom urge that even if the reconmended
decision is adopted on this issue, the UDLC rates should not be
applied to | oops purchased as part of the UNE pl atform (UNE-P)
Wor | dCom notes that Verizon's testinony proposed to price |oops
on the basis of UDLC only where the CLEC interconnects with

™ Verizon's Brief on Exceptions, p. 29.
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Verizon's | oop network (UNE-L), which is not the case when UNE-P
is purchased. They urge clarification on that point; AT&T adds
a request for clarification that the UDLC rate would apply to
UNE-L only where the CLEC elects to interface with Verizon at
the DSO | evel rather than the DS1 |evel. |In addition, AT&T asks
for clarification that the digital port rate applies to UNE-P.

I n response, Verizon objects to what it characterizes
as this deaveragi ng of UNE-P | oops, suggesting that it would
di scourage facilities-based conpetition by inposing higher |oop
rates on CLECs that install their own switches. It suggests,
instead, that a blended rate be set for all UNE | oops,
reflecting the relative proportions of IDLC, UDLC, and copper
interfaces that will be encountered in the actual forward-
| ooki ng net wor K.

It seenms clear that a I DLC connection can be nade with
a single DSO | oop; the question is whether it can yet be done in
a manner that avoids naking available to the CLEC (and, in
fairness, requiring the CLEC to pay for) the remai ning 23 DSO
| oops in the DS1 bundle. The Judge properly recogni zed that
t hat question is now unanswered but may eventually be answered
positively, and we deny both exceptions. During the interval
remai ni ng before the review of the matter in May 2002, Verizon
should work with interested CLECs to ascertain whether a single
DSO | oop can, in fact, be unbundl ed and connected to an I DLC
interface in a cost-effective manner.

In requesting clarification that UDLC rates woul d not
apply to | oops purchased as part of the UNE-P, AT&T and Wbrl dCom
seek a form of deaveragi ng that appears to be an unwarranted
refinement in view of the uncertainty regarding the continued
need for UDLC. In the event it becones clear, when the matter
is revisited in May, that UDLC-based pricing for DSO | oop
connection will remain in place, the deaveragi ng favored by AT&T
and Worl dCom shoul d be further examned. |In addition, parties
at that tinme should consider the possibility that the additional
costs of a UDLC DSO connection are better regarded as a
switching cost rather than a | oop cost. For now, rates should
be set on a blended basis, along the Iines suggested by Veri zon.
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Demand Forecast and Utilization Factors

Det erm ning the needed | evel of investnent requires
assessing the denmand for service over a pertinent period and the

utilization (or "fill") factor for the equipnent, i.e., an
"estinmate of the proportion of [the] facility that will be
‘filled" with network usage."'™ Higher fill factors inply |ess

i nvestment and consequently |l ower rates; the countervailing risk
is that too high a fill factor may inply investnent insufficient
to provi de adequate service.

In this section we first discuss the demand forecast,
whi ch the parties and the Judge considered in the context of the

fill factor for loop distribution plant. That fill factor,

which attracted the greatest degree of attention, is considered
next, followed by a nunber of other fill factor issues related
to loops. Fill factors related to other elenents are discussed

later in this order.

1. Demand For ecast

Verizon took account of "ultimte demand,"” that is, it
recogni zed growth over a ten-year period. The Judge agreed with
Verizon that the FCC had not ruled out the use of ultimte
demand, which had to be taken into account to insure that the
contenpl at ed system woul d be properly sized, but he agreed as
well with AT&T that current custoners should not bear the ful
cost of serving demand that is not expected to eventuate for ten
years. He dism ssed AT&T's nethod for allocating those costs as
needl essly conpl ex and cunbersone, and he determ ned t hat
ultimate demand shoul d be recogni zed by taking account of the
net present value of the ten-year average demand, assum ng
annual growth of 3%-the midpoint of the 2% to 4% annual growth
t hat Verizon envi si oned.

On exceptions, Verizon sees no basis for the
adj ust ment, maintaining that planning on the basis of ultinate
demand i s needed to prevent service disruptions that woul d

81 ) ocal Conpetition Order, 682.
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affect current custoners and that the cost of the needed cushion
is properly regarded as a cost of serving current demand.

Current customers, it continues, pay charges that represent only
the current period costs of the ultimate denmand while future
custoners pay the future period costs; overall, "the custoners
in each period pay only the costs accrued in that period for the
i nvestments necessary to effectively serve the demand in that

"1 1'n Verizon's view,

period, including 'cushion' investnents.
t he Judge' s recommendati on woul d guar ant ee underrecovery, since
it would take no account of the additional investnment needed to
serve the future demand that is, in effect, being reallocated
into the present. Verizon notes as well (and is joined in this
regard by AT&T) that while the recommendati on was to use the
present value of the ten-year average denmand, Staff's workpapers
show t hat the adjustnment was nade on the basis of the sinple
average. In addition, the adjustnment was applied to the whole

| oop rather than just to distribution cable, even though nost of
the other | oop conponents are not sized on the basis of ultimte
demand.

AT&T replies that Verizon's justification for inposing
the cost of the entire network on current period custoners is
inconsistent with the ultimate demand pl anni ng concept, intended
to avoid having to add increasing amounts of new spare capacity
on an ongoi ng basis. Arguing that Verizon's nethod woul d
require current period custonmers to pay the cost of currently
required network facilities plus those needed for ten years of
future growh and dermand, it asserts that "Verizon is attenpting
to have its cake and eat it too by suggesting that it be
permtted to recover the costs of ultimte demand at the front
end, and then treating the ultimate denmand concept as if it were
in fact not ultimate at all but rather adjustable upward with
every incremental growth in demand."*® Wth regard to the
i npl enentation errors cited by Verizon, AT&T agrees that Staff's
wor kpapers failed to use present val ue anal ysis but contends

2 Verizon's Brief on Exceptions, p. 34.
18 AT&T's Reply Brief on Exceptions, p. 43.
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that its use would decrease cal cul ated | oop costs rather than
increase them It also disputes the suggestion that | oop
conponents ot her than distribution cable are not designed on the
basis of ultimate demand, pointing to Verizon's instructions, in
the survey on which its cost study rests, that the entire | oop
be designed to accormpdate ten years of anticipated grow h. ™

Worl dCom | i kewi se notes that w thout the Judge's
adj ust ment, costs would be spread only over current denmand, and
today's custonmers would be forced to bear the costs of future
gr owt h.

The Judge struck a fair bal ance between the need to
take account of ultimate demand for pl anni ng purposes and the
need to spread the costs of doing so in a nmanner that is fair to
both present and future custoners. Verizon' s exception
establishes no flaw in the balance he struck, and it is denied.
The cal cul ation carrying out the Judge's recommendati on shoul d
be corrected in the manner agreed on by both parties. H's
adj ust mrent shoul d be applied to the entire | oop unless Verizon
can show, when it nmakes its conpliance filing, that |oop
conponents ot her than distribution cable were not sized on an
ultimate basis even though it appears, fromthe instructions
cited by AT&T in its reply brief on exceptions, that they were.

2. Distribution Fill Factor
In the First Elements Proceeding, we adopted a 50%

distribution fill factor. 1In the present case, Verizon assuned
a 40%fill factor while various CLECs called for factors ranging
from50%to 75% Enphasizing that "in resolving this issue we
are pursuing not truth so nmuch as fairness and reasonabl eness,
t he Judge found that the record suggested a range of reasonabl e
factors running from sonet hi ng above 40% to sonethi ng bel ow 56%
Usi ng Verizon's analysis but adjusting it in several respects,
he settled on a distribution fill factor of 50% Verizon,
Worl dCom and AT&T except.

n 165

®1d., p. 44

% R D, p. 96.
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Verizon's quantitative analysis in support of its 40%
fill factor'™ began with a 60% factor, reflecting two |lines per
zoned househol d--necessary to accommobdate | ong-term potenti al
peak demand in the distribution area--and actual household

demand of about 1.2 lines. Actual denmand will be reduced on
account of undevel oped | and, vacancies, and the fact that sone
custoners will not use Verizon's infrastructure; and Veri zon

therefore nultiplied its 60% factor by 90%to reflect unbuilt
but zoned | and, 95% for vacancies, 90% for custonmers who do not
use Verizon's wireline network, and 90% for breakage. The
resulting figure was a fill factor of 41.6%

In considering Verizon's analysis, the Judge first
determned, in view of the recent trend, that AT&T s estimate of
1.3 lines per househol d appeared nore reasonabl e than Verizon's
figure of 1.2, but he invited parties to present updated data,
if available, on exceptions. Verizon reports inits brief that
the figure for January 2001 was 1.26 |lines per household, but it
continues to argue that 1.2 is a better |ong-run, forward-
| ooki ng estimate because increased penetration of DSL service
and cabl e nodens will cut into demand growth for second |ines.
AT&T responds that the Judge's figure of 1.3 lines is supported
by record evidence and | ogi cal anal ysis.

The Judge next reduced Verizon's adjustnent for
undevel oped parcels from 10%to 5% on the prem se that
undevel oped parcels will presumably be devel oped in the future.
Veri zon argues that new undevel oped land is added in a service
area as exi sting undevel oped parcels are filled, resulting in a
dynam c equilibriumin which population growth is balanced by
the platting and zoning of new land. Even in mature areas, it

% Verizon maintained as well that the 40%factor was supported
by the estimates of its central engineering staff presented
in Phase 1 and by application of adjustnments and corrections
to the 50% factor we there adopted.

7 Breakage refers to what is otherwise termed the "l unpiness"

of investnment, i.e., the existence of mnimmquantities of
i nstal |l abl e capacity, which nmakes it inpossible to precisely
mat ch new installations with demand.
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adds, developed |ots may be | ost to abandonnment or changes in
use. The Judge al so reduced from 10%to 5% Veri zon's adj ust nent
for custonmers lost to conpetitors, reasoning that the | oss of
custoners woul d be offset somewhat by custoners acquired as
undevel oped parcels are devel oped. Verizon regards the Judge's
treatment as fallacious, inasmuch as the | and usage estinate
rel ates custonmer |ocations to the maxi num possi bl e nunber

al l oned by zoning while the conpetitive | oss adjustnent applies
to actual custoners, the percentage of whomw |l be lost to
conpetition will not decline as the nunber of living units
increases. Wth respect to both adjustnents, AT&T replies that
Veri zon woul d place too nuch weight on the judgment of its own
experts and allow insufficient | eeway for the exercise of the
Judge's judgnment and our own. It contends that the Judge's
treatment of these adjustnments falls within the range of
reasonabl eness identified on the record. The CLEC Coalition

I i kewi se endorses the Judge's reasoning, noting, anong ot her

t hi ngs, the overlap anong Verizon's adjustnents.

Verizon adds, overall, that the Judge is in effect
asserting that Verizon should be deploying | ess spare capacity
than it currently deploys, and it urges us to recognize the
potential effects of such a determ nation on service quality.

Wor | dCom s exception continues to urge a fill factor
hi gher than 50% noting that a recent publication of Telcordia
(formerly Bellcore) shows a nationw de average loop fill factor
of 65% It asserts that the loop rates resulting fromthe 50%
fill factor proposed by the Judge "renmin unjustifiably high. "'*®
It notes as well that the FCC used a 75% fill factor inits
uni versal service order.

Verizon replies that the FCC made it clear that its
uni versal service proxy nodel is not applicable to UNE pricing
and that the Telcordia figure--which is, in any event, extra-
record--refers to feeder cable, not distribution cable.

In resolving this issue, it is inportant to keep in
m nd the Judge's point that there is no one "right" nunber that

%8 \WorldComi's Brief on Exceptions, p. 23.
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we are seeking; rather, we need a fair and reasonable estimate

t hat takes account of the available information and the concerns
at stake. The matter is inherently one on which inforned

j udgnments can differ.

The Judge found that AT&T's estinmate of 1.3 lines per
household is a better figure than Verizon's 1.2 lines; that view
is strengthened by the recent data reported by Verizon. The
Judge's other nodifications to Verizon's adjustnents, |ike the
adj ustments thenselves, were less tied to specific evidence, but
they, too, rested on sound rationales. Verizon's critique of
t he Judge's reasoning certainly suggests that it would have been
wong to disallow the adjustnents entirely, but that is not what
the Judge did. He recognized the conceptual nerit of the
adj ustments but, applying his judgnent to all the information
before him found a need to reduce themto avoid the risk that
their net overall effect was overstated. The resulting fill
factor of 50%is well within the range suggested by the record
as a whole, and Verizon's exception to it is denied.

3. Oher Uilization Factors

a. Renote Term nal El ectronics

Verizon proposed a fill factor of 84%for RT
el ectronics, which it sought to justify as the 90% obj ective
fill factor, adjusted downward to allow for growmh (4% and

churn (2% . The CLEC Alliance and Wrl dCom urged a 90% f act or,
arguing, in effect, that churn and growth were adequately
accounted for in the difference between 100%fill and 90% fill.
The Judge credited Verizon's explanation of why the objective
fill factor of 90% did not in itself allow adequately for growth
and churn, but he also found that Verizon had failed to show why
its separate growth and churn factors were necessary and
reasonabl e. Taking account of the need for fairness and of

Verizon's burden of proof, he recormended a fill factor of 88%
whi ch would allow a total of 2% for growth and churn.
Verizon excepts, contending that its fill factor is

supported by the record and that the Judge cited no data and
provi ded no anal ysis in support of his adjustnent. Pointing to
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the record, it explains howit calculated the 4% churn factor
and 2% growth factor; cites recent data suggesting a statew de
churn factor as high as 5.5% and suggests it was conservative in
using the 4% figure associated with the New York netropolitan
area; and argues that the two adjustnents are cumnul ative and
that each would be required in the absence of the other. It
adds that forward-looking utilization factors can not be
nmeasur ed, because they are based on a network design not yet
fully deployed, but that its analysis was based on engi neering
j udgnment and actual data and suggest the Judge's rejection of
t hat anal ysis on burden of proof grounds sets a standard that
cannot be net.

I n response, AT&T cites the Judge' s statenent that
"Verizon has explained why the objective fill factor of 90% does
not initself allow adequately for growh and churn, but it has
not shown that its separate growh and churn factors are both
necessary and reasonable."'™ |t contends that Verizon's
exception focuses only on the second clause of that statenent,
failing to recognize the inplication of the first clause that
grow h and churn are recognized in part, albeit it not
adequately, in the 90% factor. Accordingly, it suggests, the
Judge found an additional 2% allowance to be adequate. Worl dCom
i kewi se defends the Judge's recommendati on as record-based, but
continues to support it own 90%fill factor.

Verizon has net its burden insofar as it has shown
that growh and churn are separate matters, and the Judge
properly found that they were not adequately allowed for in the
90% obj ective fill factor. But there nonetheless is overlap
bet ween the reasonabl e ranges for these itens, and the Judge
reasonably concluded that 88% was a figure that adequately took
account of all of them Verizon's pure reliance on actual data
is insufficient; again, some forward-I|ooking analysis is
required. We adopt the Judge's recomrendati on as a sound
exerci se of judgment.

® RD, p. 99.
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b. RT Encl osures and COTs

For renote term nal encl osures, Verizon used fil
factors of 70.9%in the Manhattan zone, 56.7% in the major
cities zone, and 44.8%in the rest-of-state zones. The CLEC
Al'l'i ance and Worl dCom reconmended a factor of 84% which the
Judge rejected on the basis of qualitative considerations
identified by Verizon as suggesting that figure was too high.
He found, however, that Verizon had failed to nmake a
guantitative showing in support of its own fill factors and,
"recal ling once again that Verizon bears the burden of proof,
and recogni zing that there is considerable flexibility in

designing RT enclosures (even if not as much flexibility as
Wor |1 dCom and CLEC Al liance would have it), [he recommended] that
Verizon's proposed RT enclosure fill factor in each zone be
adj usted upward by 15% "' He |ikew se recommended a 15% upward
adjustnment in Verizon's utilization factor for central office
termnals (COIs), rejecting the CLEC Alliance and Wrl dCom s
recommended factor of 90% but noting the need to take account in
this utilization factor of Verizon's failure to show
convincingly that nore than two RTs per COTl woul d be
unaccept abl e.

Veri zon excepts, again alleging no quantitative or
anal ytical support for the Judge' s adjustnment, based solely on a
finding that Verizon had failed to neet its burden of proof. It
adds that the utilization factors for RT enclosures and COTs are
not an input paranmeter to its cost studies; rather, they energe
after the fact fromthe routes designed by Verizon's engineers
on the basis of forward-Iooking engineering considerations,
including the need to allow for growh and nodularity in the
size of available facilities. There is, accordingly, no one
spreadsheet itemthat can be adjusted, and Staff's workpapers
applied the adjustnment by nmultiplying the nunber of |ines served
by the facilities by 115% Verizon argues that the result of
that calculation include facilities that exceed their capacity
(that is, with utilization factor greater than 100% or that are

" R D, pp. 99-100.
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unreasonably close to their capacity. Verizon presents in a
attachnment to its brief exanples of these phenonena, contending
t hey denonstrate the adjustnment to have been unwarranted.

AT&T responds by again asserting that Verizon has
ignored the analysis in the recomrended decision, which refers,
anong other things, to Verizon's ability to deploy facilities in
a way that can maximze their utilization. |1t suggests the
Judge did not explicitly find that Verizon had failed to neet
its burden of proof but, instead, sinply recognized that burden,
placing it in the context of the regulator's need to keep in
mnd that the "utility has a clear self-interest in erring on
the side of high cost forecasts."' AT&T therefore regards the
Judge' s skepticismabout Verizon's specific factors as proper
and asserts that "since ultimately all factors reflect
predi ction and judgnent, they are not susceptible to proof to a
mat hematical certainty. [H s recomrended decision] is quite
correct in not accepting uncritically Verizon's own judgnents as
to the precise level of fill factors for RT enclosures and
COTs. "' Finally, AT&T sees the 15% adjustment as affecting the
costs to be recovered by Verizon through its UNE rates, and in
no way underm ned by the fact that when it is applied on a
facility-by-facility basis--sonething necessitated only by the
design of Verizon's cost study--it results in sone facilities
exceedi ng 100% of their capacity. The adjustnent, according to
AT&T, "will of course have no real world effect on the actua
utilization or capacity of any particular Verizon network
facility."

Wor |1 dCom s exception, neanwhil e, maintains that
Verizon's assunption of only two RTs per COT fails to capture
forward | ooking efficiencies and that the matter i s not
adequat el y addressed by the Judge's adjustment to the fil
factor. It urges a fill factor of 90% and an assunption of five

W R D, p. 87, cited at AT&T's Reply Brief on Exceptions, p.
48.

12 AT&T's Reply Brief on Exceptions, pp. 48-49.
% 1d., p. 50.
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RTs per COT in order to spread COT costs over nore |oops, citing
a portion of the proprietary record as support for its prem se.
Worl dCom urges as well an 84%fill factor for RT encl osures,
renewi ng its contention that Verizon's fill factors are

unr easonably | ow and contendi ng that the Judge's 15% adj ust nment

i s i nadequat e.

I n response, Verizon argues that its network planning
gui delines--cited by WrldCom as encouraging nultiple RTs--note
the additional costs that may be associated with nmultiple RTs,

i ncludi ng the need for round-the-clock access. Because of such
concerns, it continues, multiple RTs are used only where the
alternative would be grossly inefficient underutilization of
COTls, which is not the case in Verizon's studies. It sees no
basis for the utilization factors proposed by Wrl dCom and

not es, anong ot her things, that mninum size RT enclosures often
cannot be installed on the sites that are available, requiring
the use of a larger enclosure and consequently reduced fill
factor.

The possible difficulties identified by Verizon with
respect to nultiple RTs preclude outright adoption of a nmultiple
RT network design prem se, but, as already suggested, the
potential use of nmultiple RTs is sonmething that can be refl ected
inthe COT fill factor. The Judge' s 15% adj ust nent does so, and
it is adopted.

Wth respect to RT enclosures, the Judge's adjustnent
agai n took account of the record as a whole, and recogni zed the
design flexibility that was avail able. AT&T has expl ai ned why
the seem ng anomaly identified by Verizon on exceptions is not
di spositive, and the Judge's adjustnent is adopted.

Envi ronnment al Fact or

To test its intuitive hypothesis that the anount of
work required to install outside plant m ght vary by geographic
area, Verizon analyzed its engineering and construction records
information system (ECRIS) data to identify such variation and
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found hi gher costs in dense areas such as Manhattan.™ The study
conpar ed, by geographic region corresponding to Verizon's nine
strategic business units (SBUs) and three density zones, the
actual labor tinme required to perform outside plant work
operations agai nst the standardized tine for the same work
operations. The standardi zed tines, devel oped by Verizon's
consultant H B. Maynard and Conpany, estimate "the standard,
average tine for perform ng the function, regardless of where in
the State it is perfornmed, except for mnor differences in the
travel time to and fromthe work site."'™ Actual and standard
times alike take account of the types and anounts of plant that
is placed, rearranged, or renoved; but the actual tine
considers, as well, factors that depend on |ocal e and density
specific conditions. These include, anong others, "traffic
conditions at the work site; terrain requiring hand diggi ng;
| ocations requiring the renoval and restoration of fences,
posts, and other objects; |ocations requiring |andscaping;
| ocations requiring mninmmtwo-person crews; |ocations
requiring the renoval of waste contam nants (with contractors);
| ocations requiring security arrangenents. "™

The anal ysis was perfornmed by Verizon's statisti cal
consul tant NERA, which exam ned nore than 388, 000 i ndi vi dual
wor k operations associated with over 4,000 outside plant
estimate jobs throughout the state. The study found that the
Manhatt an had an actual -t o-standardi zed-| abor-tinme ratio of
1.59, the highest in the State, and that the statew de average
ratio was 1.37. (Verizon explained a statew de average greater
than 1.0 by noting that the ECRI S standardi zed ti mes do not
account for all the costs actually incurred in performng
outside plant work, omtting the | ocal e-specific conditions that

1t shoul d be recogni zed that previ ous deaveragi ng studies

t ook account of inter-zone differences in technol ogy,

equi pnent depl oynent and | oop |l ength. They did not take
account of zone-specific differences in the anmount of work
required to install outside plant.

™ Verizon's Initial Brief, p. 137.
Y 1d., pp. 137-138, n. 313, citing Tr. 2,472-2, 473,
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show up in actual worktinmes.) Asserting that NERA s statistica
anal ysis shows the differences in the ratios to be statistically
significant, Verizon argued that these costs nust be taken into
account in determning | oop costs.

CLECs objected to the environnental factor on several
grounds, contending that it would undo the forward-I| ooking
considerations reflected in the ECRIS standard time increnents
and asserting that application of the environnental factor
i npeaches the ECRI S dat abase that Verizon otherw se relies on.

The Judge found the environnmental factor to be
reasonable in principle as a nethod to recognize enpirically
derived geographical cost differences. He was unpersuaded,
however, by Verizon's attenpt to explain why the statew de
average actual -to-standardi zed rati o substantially exceeded
unity; if the reason was that the ECRI S standardi zed tines
failed to include all pertinent costs, he held, Verizon was,

i ndeed, inpeaching its owmn ECRIS estinmates. He therefore
recommended that Verizon be required to recal cul ate the
environmental factor in a manner that assumes a statew de
average of 1.0 and adjust each regional environnental factor pro
rata. Verizon excepts to that nodification; AT&T and Wrl dCom
except to adoption of the environmental factor in principle.

Wor | dCom and AT&T both note that ECRI S data have been
relied on for years and that the standard tine increnments assune
forward-| ooki ng efficiencies and |abor. The environnental
factor, they contend, would elimnate those efficiencies.

Wir | dCom sees no basis for Verizon's assertion that the

di fference between standard time increnments and actual tines are
caused by environnmental conditions rather than inefficient work
practices, noting that the NERA anal ysis nmeasured only the
differences and did not attenpt to determ ne their causes. It
contends as well that the record shows that ECRI S esti nmates

i ncl ude | ocal e-specific costs, ' obviating any adjustment on that
account. AT&T suggests that the effect of the environnental
factor, even when reduced as recomended by the Judge, shifts

Y Citing Tr. 4,702-4,704.
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costs anong geographi c density zones within the State in an
unjustified manner.

Verizon responds that while ECRIS already reflects
such | ocal e-specific itens as travel tinme and hourly | abor
rates, the environnental factor captures, in a manner superior
to ECRIS, other matters such as traffic janms and weat her
conditions that cannot be anticipated for specific jobs. That
these factors "vary systematically by geography,” it says,
"shows that they cannot be facilely attributed to inefficiency,
as Worl dCom attenpts to do."*™®

In its own exception, Verizon renews its argunent that
its analysis confirnmed, in a statistically significant manner,
the intuitive belief that there were significant geographic
variations in worktimes for various tasks. The ratio of actual
to standardi zed tinmes for Manhattan was 1.59, the highest
identified; the statewi de average was 1.37. \Verizon objects to
t he Judge's recommendation to reduce the statew de average to
1.0, noting that it would have the effect of reducing the
Manhattan ratio to 1.16. Because the ECRI S standardi zed tinmes
do not account for "local e-specific conditions” such as tine
| ost due to traffic activity or weather conditions, it says, the
Judge's reconmendati on woul d i nproperly disregard those costs.
It disputes as well the suggestion that the difference between
standardi zed and actual tinmes is attributable to inefficiency,
citing its witness's testinony that the PRP provides incentives
to efficiency and that the statistically significant geographic
variation in any event belies the suggestion. Verizon |ikew se
denies that it is inpeaching the ECRIS estimtes, which have
their purpose but do not necessarily reflect all of the costs
that shoul d be taken account of in a TELRIC analysis. It notes
that in actual field applications the ECRIS factors are
i ncreased by certain locality specific adder variables and that
the factors incorporated here sinply represent another type of
vari abl e.

® Verizon's Reply Brief on Exceptions, p. 23.
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AT&T responds that the Judge's recommendation (which
it objects to for reasons al ready noted) woul d recogni ze
geographic differences without permtting "use of the
envi ronnmental factor as a backdoor mechani smfor increasing
Verizon's indicated costs on a statew de basis."' Z-Tel
I i kewi se responds that the Judge's adjustnent insures that the
envi ronnmental factor recogni zes geographic variations w thout
i ncreasing costs overall and expresses skepticismthat Verizon
woul d rely on the ECRI S dat abase in the conduct of its business
if the database understated costs to the extent Verizon contends
her e.

It is indisputable that costs differ from one
geographic area to another, and proper cost analysis should take
reasonabl e account of those differences. Verizon presented its
environnmental factor primarily as a nechani smfor doing so, and
t he Judge accordingly understood it as a deaveragi ng neasure
that should not increase the overall average cost. His
adj ust rent applied that understandi ng, reducing the overall
environnmental factor to unity.

Veri zon now contends that the point of the
environnmental factor is not only to deaverage but also to
recogni ze costs that sinply are not included in the ECRI' S
standardi zed worktinmes. As part of that process, the base to
whi ch the environnental factor was applied was first reduced to
excl ude the | ocal e-specific "adders" already build into ECRIS.
Application of the environnental factor represented an effort to
restore the adders in a manner that cal culates the variation
nore rigorously; and it is that restoration that accounts for a
statew de average ratio (of costs reflecting the environnental
factor to ECRIS costs net of any adders) greater than one.
Verizon asserts on exceptions that restoration of the adders
al one woul d have produced a statew de average ratio of 1.32, and
it argues that the theory behind the Judge's adjustnent would

1 AT&T's Reply Brief on Exceptions, p. 52.
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warrant reducing the 1.37 ratio only to 1.32, not all the way to
1.0. %

The difficulty with Verizon's position, however, is
that it effectively adjusts the ECRIS worktinmes to take account
of actual costs in a manner that may substantially undo the
reflection in ECRIS of forward-|ooking efficiencies. Verizon
itself has characterized ECRIS as one of the features
contributing to the TELRI C-conpliance of its studies, inasnuch
as the ECRIS "standard tine increments assune forward | ooking
efficiencies in | abor that have not been achi eved in actual
experience."*® A TELRI C-conpliant study can (and shoul d) take
account of geographic variation, but Verizon's cal cul ation of
the costs to be added to recogni ze geographic variation fails to
di stingui sh between costs genuinely attributable to |ocale-
specific circunstances and those resulting frominefficiencies
that a forward-1ooking study shoul d disall ow.

That failure on Verizon's part would warrant adoption
of the Judge's adjustnent, to ensure that the environnental
factor is used only to deaverage and not to recogni ze
additional, potentially inefficient, |ocale-specific costs. But
Veri zon has shown, as a qualitative matter, that sonme additiona
| ocal e-specific costs need to be allowed for, and while it has
not shown, as a quantitative matter, how nuch of its actua
costs may be attributed to inefficiency, it seens unreasonabl e
to assunme that figure to be nore than 50% Accordingly, we wll
not deny Verizon's exception outright but will recognize 50% of
the costs at issue in its exception. (In other words, the
st at ewi de average environnental factor should be reduced to
1.185:1, and the regional factors should be adjusted pro rata.)
That result strikes a fair balance, on the state of this record,
bet ween recogni zing additional costs attributable to geographic
variation and limting the risk of allow ng recovery of

% Verizon's Brief on Exceptions, p. 41, fn. 105; Verizon's

Reply Brief on Exceptions, p. 22, fn. 63.

Bl First Network El enents Proceeding, Exh. 135, response to ATT-

NYT- 255.
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i nefficiencies that should be excluded froma forward-|ooking
study. ™ Correspondingly, the exceptions of AT&T and Worl dCom
whi ch woul d di sall ow the environmental factor entirely, are
deni ed.

Li nk Cost Cal cul at or
Verizon's link cost cal culator pulls together the
vari ous | oop cost inputs and cal cul ates an overall result. AT&T

all eged ten specific errors in the calculator's operation.
Verizon's rebuttal testinony acknow edged and corrected for two
of them and the Judge resolved the renmainder (including one as
to which Verizon acknow edged the error but applied a correction
AT&T deened i nadequate). Only those that continue to be at
i ssue on exceptions are here discussed; the item designations
are those applied by AT&T and used in the recommended deci sion.

I[tem D. AT&T adjusted the link cost calculator to
elimnate the cost for copper riser cable in situations where
fiber is assumed to go directly to the custonmer prem ses. The
Judge was persuaded by Verizon's qualitative explanation that
the situation at issue is one in which the fiber goes directly
to the custoner's building but that copper riser would still be
needed to reach custonmers on upper floors, but he agreed with
AT&T that Verizon had failed to establish the frequency with
whi ch copper woul d be needed on that account. He invited
Verizon to provide further detail in is brief on exceptions.

In that brief, Verizon asserts that the forward-
| ooki ng anpbunt of intrabuilding copper needed in | arge buil ding
environnments was taken into account in the feeder route survey,
and conmes to 162 feet. It submts as well an analysis based on
Manhattan buil di ng hei ght data which, it says, supports that
result.

AT&T responds that Verizon has submtted not actual
data but an anal ysis based on new, unsupported, extra-record

82 To state the matter differently, we are applying a very

rigorous productivity adjustnment to Verizon's figure, a step
warranted by Verizon's reliance on actual data w thout any
persuasive effort to renove the effects of inefficiency.
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assunptions regarding building configurations in Manhattan. |t
objects in general to Verizon being allowed to supplenent its
evi dence and urges us to scrutinize it skeptically.

The Judge properly found AT&T' s total disallowance to
be wwong in concept, and Verizon's presentation on exceptions
establishes that it recognized a reasonabl e anount of copper
riser cable in the situations at issue. No adjustment to the
link cost cal cul ator need be nmade on this account.

I[tem F. AT&T substituted an average installed pole
price of $417 for Verizon's range of $385 to $765 per pole. The
Judge found that Verizon had denonstrated on rebuttal both the
propriety of not using a statew de average and the flaws in
AT&T' s anal ysis, but he expressed concern about Verizon's
uncritical reliance on unadjusted enbedded pole costs. He
recommended a 10% downward adj ustnment to Verizon's figures as an
interimnmeasure, instructing Verizon to present on exceptions an
anal ysis of recent trends in its own pole costs. Verizon
submits that analysis as Attachnment 5 to its brief, and AT&T
does not respond.

The current data submtted by Verizon suggest that the
Judge's 10% downward adjustnment to installed pole costs was
conservative. A sonmewhat |arger adjustnment mght be warranted,
but in the absence of nore definitive trends, we adopt the
Judge's result.

ltem G Acknow edgi ng an error pointed out by AT&T
Verizon corrected its study with respect to the sharing of poles
with electric utilities and cable tel evision conmpanies. AT&T
contended in brief, however, that Verizon had in effect taken
back its concession by elimnating an adjustnent to the nmultiple
sheat hs between poles that it believed was inappropriate in the
di stribution portion of the link. The Judge found that Verizon
had not specifically shown why AT&T's nultiple sheath adjustnent
was i nappropriate but that AT&T, for its part, had never
expl ai ned why the adjustnment had been offered. He noted that
whil e Verizon bears the burden of proof, its opponents have the
burden of going forward with evidence chal |l engi ng particul ar
aspects of Verizon's study; in the absence of any such evi dence,
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Veri zon had no need to specifically disprove AT&T' s adj ustnent.
He invited the parties to address the matter further on
exceptions.

AT&T now asserts that the Judge "inexplicably forgives
Verizon's entire failure of proof and inproperly shifts the
burden of proof to AT&T."™ |t contends that it submitted its
adjustnment to reflect fully the sharing of pole structures in
Verizon's cost cal culations and that the issue of nmultiple
sheaths was raised only by Verizon in responding to the
adjustnment. It therefore sees no basis for the conclusion that
AT&T bore the burden of proof on the issue.

Verizon responds that its rebuttal testinony reflected
and explained its adjustnment to correct the error inits
original testinony that AT&T had identified. It contends that
AT&T has not supported its challenge to Verizon's adjustnent and
that "Verizon's burden of proof does not 'kick in" with respect
to specific challenges until the challenging party's burden of
going forward is satisfied. "*®

AT&T' s exception does not provide further substantive
expl anation of its adjustnent, as the Judge invited, but sinply
di sputes the Judge's treatnent of the burden of proof issue.

But that treatnment was correct and consistent with |ongstandi ng
practice, and AT&T's exception therefore is denied.

I[tem 1. AT&T charged that Verizon in effect applied
too lowa fill factor to inner duct® by first assunming that each
conduit carries three inner ducts, two of which are used and one
of which serves as a spare, thereby establishing a tacit
utilization factor of 66.7% and then applying a 60% utilization
factor, reducing the effective factor to only 40% Verizon
contended that the 60% utilization factor accounts for the spare
ducts in a duct bank rather than the spare inner duct in a duct,

8 AT&T's Brief on Exceptions, pp. 38-309.

8 Verizon's Reply Brief on Exceptions, p. 23.

"Inner duct” refers to small pipes or tubes placed inside a
conventional duct to allowthe installation of nultiple wires
or cabl es.
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but the Judge found that it had failed "to disprove the
reasonabl e allegation that it overstates costs through
overlapping fill factors that provide nore excess capacity than
i s needed, "™ and he adopted AT&T's adj ust nent.

Verizon excepts, arguing that the recomrendati on
effectively assunes that only the nunber of conduits needed at
any given tinme would be deployed in a trench. That, however,
woul d require frequent costly and di sruptive outside plant work
to open trenches and add new conduits as demand grows. |t
argues that the third i nner duct cannot be used to satisfy
demand growt h because it is there to provide contingency
capacity, and cannot be used on a planned basis to support cable
addi ti ons or energency naintenance. |In any event, it adds,

i nner duct would not be used at all in conduit containing copper
di stribution cable.

AT&T responds that Verizon has not shown any flaw in
t he Judge's conclusion that a 40%fill factor overstates the
anount of needed excess capacity and it again charges that
Verizon is seeking to have current users pay 100% of the cost
for facilities that would be only 40% used.

Verizon's argunments explain why two types of fil
factor need to be recognized here, but they fail to denonstrate
t he absence of overlap between them and the need for a
curmul ative fill factor as low as 40% The Judge's resol ution of
the i ssue was reasonable, and Verizon's exception is deni ed.

Dar k Fi ber

"Dark fiber" refers to a fiber optic strand within an
in-place fiber optic sheath that is "not connected to electronic
equi pnent needed to power the line in order to transmt

information."® It

is offered only on an as-is, where-avail able
basi s, where spare facilities exist. Rhythnms/Covad accordingly
argued that Verizon incurs no capacity costs in connection with

dark fiber and that CLECs purchasing it should not pay capacity

% RD, p. 117.

87 Verizon's Initial Brief, p. 155,
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costs. The Judge agreed with Verizon, however, that "when al
is said and done, the provision of a dark fiber cable would nean
one |l ess spare was avail able for other purposes, and the
pur chasi ng CLEC shoul d bear the associated costs."® Noting,
however, the possibility that Verizon m ght be able to recapture
a dark fiber cable if it were needed--a possibility raised by
Rhyt hms/ Covad on the basis of information froma New Jersey
proceedi ng--the Judge suggested that such a right of recapture
m ght reduce or elimnate the capacity costs associated with
dark fiber. The record was unclear with regard to the right of
recapture, and he asked Verizon to clarify the matter on
exceptions.

In its brief on exceptions, Verizon confirms that its
New York dark fiber tariff provides no right of recapture. It
adds that even if there were a right of recapture, the CLEC
woul d be using and benefiting froma Verizon facility and should
pay a capacity cost for the period in which it is used.
Rhyt hms/ Covad suggest that Verizon's offering of that argunent--
whi ch they di spute--betokens an intention to recapture dark
fiber despite its tariff provision, and they argue that
Verizon's reference to a tariff provision that they regard as
inconclusive fails to provide the clarification of the matter
requested by the Judge. It seens clear, however, that the
tariff provision precludes recapture and that capacity costs
shoul d be all owed, as the Judge reconmends; we need not reach
t he hypot hetical question of whether the existence of a right of
recapture would warrant a different result.

Rhyt hms/ Covad except to what they characterize as the
Judge's failure to address hinself to their separate argunent
that no fill factor should be applied to dark fiber. They
assert that dark fiber in effect is a product of fill factors,
com ng into existence because Verizon placed nore fiber in
servi ce than was needed and that the cost of the spare fiber is
al ready recovered through the application of fill factors in

B R D, p. 118.
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other rates. They warn that allowing a fill factor for dark
fiber would permt nultiple recovery of those costs.

Veri zon responds that UNEs al ways are drawn from spare
capacity and are not provisioned by assigning to the CLEC a | oop
that is already in use. It explains that "an overall pool of
interoffice fiber exists, with a |l evel of spare that is
reflected in the appropriate utilization factor, and all orders

for fiber transport facilities, whether '"lit' or dark are filled
fromthe spare in that pool. (A simlar analysis applies to |oop
dark fiber.)"®™ |t therefore sees no basis for a fill factor for

dark fiber any different fromthat used generally.
Verizon's response i s persuasive; Rhythns/ Covad' s
exception is deni ed.

House and Riser Cable

House and riser cable is placed in a nulti-story
bui l ding, running froma point of interconnection within the
buil ding, often in the basenent, to the network side of the
customer's network interface device. Several issues related to
house and riser rates were posed and resolved by the Judge; the
i ssues that persist on exceptions involve the fill factor and
t he house and riser asset inquiry charge.

1. House and Riser Fill Factor
In the First Elenments Proceeding, Verizon proposed and
we adopted a fill factor of 65% for house and riser cable. In
t he present proceeding, Verizon proposed to reduce that factor
to 40% AT&T suggested the 56% fill factor it recommended for
di stribution plant generally, and the CLEC Coalition urged
retention of the 65%factor used in the First Proceeding. The

Judge reconmended a fill factor of 60% finding, anong other
t hi ngs, that Verizon had not shown why it here proposed to apply
the distribution fill factor to house and riser cable even

t hough it had proposed a much higher factor in the First
Pr oceedi ng.

8 Verizon's Reply Brief on Exceptions, p. 24.

-116-



CASE 98- G- 1357

Veri zon excepts, contending that the factor proposed
in the First Proceeding should not govern here inasnuch as the
pur pose of this proceeding is to update, extend, and refine the
studies used earlier. It cites the difficulty and expense of
augnenting capacity within an existing building and asserts that
with the exception of undevel oped |ots, the factors bearing on
utilization factor for distribution cable generally apply as
well to house and riser cable. If anything, it suggests, use of
the sane factor overstates the achieved utilization in high rise
bui | di ngs, given the need to provide extra capacity at
construction in order to avoid costly additions later. It notes
as well AT&T's use for house and riser cable of the same 56%
fill factor it uses for distribution cable generally.

AT&T responds that Verizon's exception nerely asserts
that the factor adopted in the First Proceedi ng shoul d not
govern here but fails to offer any reasons or explanation. The
CLEC Coalition |likew se asserts that Verizon has not shown why
the factor should be reduced to such a great extent and it notes
that AT&T, in recommendi ng the sanme factor for distribution and
house and riser, called for the factor to be 56% The CLEC
Al liance cites the argunment that house and riser utilization
shoul d be higher than distribution utilization generally because
it serves a fixed area with nore predictable gromh rates and
conparatively small er augnentation costs.

As the Judge found, the factors tending to increase
the house and riser fill factor in conparison with that for
di stribution cable are offset by the countervailing factors
identified by Verizon. It is noteworthy as well that AT&T, |ike
Verizon, appears to believe that offset is total, advocating use
of the same fill factor (56%in AT&T' s case; 40%in Verizon's)
for both elenments. At the sane tine, we cannot disregard the
fact that in the First Proceeding, Verizon advocated a mnuch
hi gher fill factor for house and riser cable than for
di stribution cable. Verizon is not bound by the First
Proceedi ng, nor are we, and nethodol ogi cal inprovenents are
anong the purposes of the present case; but the considerations
cited here as warranting the same fill factor for the two
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services are not newy discovered and Verizon has not fully
expl ained its significant change of position.

In all, it appears to us that house and riser cable
shoul d have a higher fill factor than distribution cable, but
that the difference should be | ess than the ten percentage
poi nts the Judge recomends. W wll use a factor of 55% the
m dpoi nt of the 50% 60% r ange.

2. Asset Inquiry Charge

The house and riser asset inquiry charge is inposed
when a question about ownership of house and riser cabl e cannot
be answered through the database avail able free of charge on
Verizon's website and intervention by engineers is needed. AT&T
urged rejection of the charge, contending that it inproperly
requires CLECs to bear the costs created by historical
i nadequacies in Verizon's inventory records. The Judge
determ ned that a strict TELRI C construct mght require
di sal | onance of the costs even if Verizon had not acted
i mprudently (in the classical regulatory sense) in designing its
system inasnuch as the costs m ght not have been incurred at
all had the enbedded record keeping system been designed with
the provision of UNEs in mnd. He neverthel ess reconmended
al | omance of the costs, on the grounds that "there is no show ng
of inprudence; the costs are real and calculated in a forward-
| ooki ng manner; it seens likely that at | east some of these
costs would be incurred in connection with a database that
contenpl at ed provision of UNEs; and denying the costs outright
woul d incur the risk of assum ng a 'fantasy' record keeping
system " ¥

The Attorney Ceneral excepts, arguing, first, that
Veri zon needs accurate information regardi ng asset ownership for
its own business purposes, wthout regard to provision of UNEs.
Accordingly, it incurs the associated costs even w t hout
providing UNEs. In addition, the Attorney Ceneral asserts, it
may be proper for CLECs to pay for the cost of maki ng house and

W R D, pp. 122-123.
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riser asset records available to them but the reconmended
deci si on does not state that Verizon has docunented those
particul ar costs. Verizon does not respond.

Veri zon has reasonably docunented the costs at issue
(subject, of course, to the generally applicable adjustnments we
are adopting), and the Judge reasonably expl ai ned why they
shoul d be al |l owed, taking account of the sorts of concerns
rai sed by the Attorney CGeneral. The exception does not warrant
changing that result, and it is denied.

Loop Rate Deaveragi ng

Veri zon proposed to continue the existing arrangenents
for deaveraging loop rates into three zones: Mnhattan
(Zone 1A), mmjor cities (Zone 1B), and the remai nder of the
State (Zone 2).™ FairPoint proposed an alternative, revenue-
neutral, deaveraging plan intended to foster |ocal exchange
conpetition in some of the nore densely popul ated areas now
included in Zone 2; in effect, it would distinguish between
smal | cities and suburban areas on the one hand and rural areas
on the other. FairPoint offered five specific proposals, al
intended to insure "that the Rural rateband would . . . apply to
truly rural areas and not to the downtown area of smaller cities
and towns. Each proposal is grounded in the conplenentary
principles that there is a strong correl ation between popul ati on
density and | oop costs, and that areas with simlar popul ation
density shoul d be grouped into the same unbundled | oop rate
band. " %

¥l The FCC s rules require us to "establish different rates for
elenents in at |east three defined geographic areas within
the state to refl ect geographic cost differences" (47 CF. R
8§51.507(f).) In the First Proceeding, decided while that
rule was stayed, we initially established only two zones:
Zone 1 (called "major cities" and conprising | oops served by
central offices with a density greater than 1,500 |oops per
square mle) and Zone 2 (the remai nder of the State). After
the TELRIC rules were reinstated, we accepted Verizon's
proposal to establish Manhattan as a separate zone.

%2 FairPoint's Initial Brief, p. 2.
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The Judge expressed synpathy for FairPoint's goal of
pronoti ng the devel opnment of |ocal service conpetition in
smal l er cities, but he found that Verizon had shown FairPoint's
proposals to be flawed in both theory and practice: "Anmong
ot her things, there appears to be a very significant difference,
not adequately recogni zed by FairPoint, between a densely
popul ated area | arge enough to enconpass an entire central
office (or nore) and one that constitutes only a portion of a
central office that conprises as well areas of nuch | ower
density. | reconmmend rejection of FairPoint's proposal s and
conti nued use of three-zone deaveaging in the manner proposed by
Verizon and seemingly acceptable to all other parties."™
Fai r Poi nt and Broadvi ew except.

FairPoint's brief on exceptions expresses support for
the | oop rates reconmmended for Zone 2 but believes it justified
adoption of one of its alternative deaveragi ng plans. |t does
not repeat its argunents but responds only to the Judge's
concern about deaveraging rates at a sub-central office |evel.
It acknowl edges the difficulties associated with any such
arrangenent, and urges us to consider inplenenting its
alternative rate structure where the zones conprise distinct
central offices.

Veri zon responds that breaking out a suburban zone
fromthe existing Zone 2 woul d substantially increase rates for
the remaining rural customers; its analysis suggests those rates
could go as high as $36.62 per |oop per nonth. It concludes
that FairPoint's rate plan would benefit FairPoint but foreclose
any possibility of conpetition in the rural parts of the State.

Fai r Poi nt has not shown that the potential benefits of
further deaveragi ng outweigh its practical difficulties and
uni nt ended adverse consequences for rural areas. |Its exception
i s denied.

Br oadvi ew says it supports the reconmended decision's
| oop rates for Zone 1A (Manhattan) and Zone 2 (rest-of-state),
but expresses concern over the recommended rate increase for

% R D, p. 106.
-120-



CASE 98- G- 1357

Zone 1B (mmjor cities), in which nost of its custoners reside.
It asserts that "the prine driver to conpetitive growh is
likely to be small to nedi um busi ness, those businesses that are
often | ocated near or at the fringe of dense urban areas,"™ in
density zone 1B

Veri zon responds that Broadview offers no specific
criticisms of the recommended decision's conputation of rates
for zone 1B and fails to meet the requirement of our rul es™ that
exceptions specifically identify the basis on which they rest.

The increase to which Broadvi ew excepts grows out of
the fact that the existing Zone 1B rate is artificially low, for
it was set in the First Proceeding before Zone 1 had been
di vided and reflects average costs for that entire zone. Wen
Manhattan was broken out as a separate Zone 1A with a
deaveraged, lower rate, the rate in Zone 1B was |eft unchanged
i nstead of being increased to reflect the higher deaveraged
costs in the remainder of the original Zone 1. That historical
anomaly is now being corrected; and while Broadview s concern
about the resulting Zone 1B increase is understandable, it
points to no error requiring correction. Its exceptionis
deni ed.

In its own brief on exceptions, Verizon notes the
FCC s requirenent that UNE rates be deaveraged into at | east
t hree defined geographic areas to reflect geographic cost
di fferences, cites our conclusion in the First Proceeding that
there were no significant geographical variations in the costs
of elements other than | oops, and explains that it proposed to
continue that approach here. It believes the Judge accepted
t hat proposal but did not say so explicitly and asks us to
clarify the matter.

It seens clear that the Judge agreed with Verizon that
only | oop rates should be deaveraged; in any event, we clarify
that that is our intention, except for the possible deaveraging
of interoffice transport rates di scussed bel ow.

™ Broadview s Brief on Exceptions, second unnunbered page.
% 16 NYCRR 84.10(c)(2)(iii) and (iv).
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| NTEROFFI CE TRANSPORT

Interoffice transport facilities conprise |large
capacity cabl es and associ ated el ectroni c equi pnent used to
carry calls between switches. Wthin the broad category are
dedi cated transport--a facility purchased and used entirely by
one CLEC--and shared transport, involving facilities used by
nore than one carrier, each of which pays for its share on a
usage basis. The rates for shared transport are based on those
for dedicated transport. Accordingly, though the issues
di sputed on exceptions pertain specifically to dedicated
transport, their resolution affects rates for shared transport
as wel | .

Ports Per Node

Verizon's dedi cated transport cost study assunmes 100%
depl oynment of synchronous optical network (SONET) transport
rings wwth 100%fiber facilities, a forward-Iooking technol ogy.
Each SONET ring provides 48 DS3 connections. AT&T cont ended
that Verizon had understated the nunber of ports that nust be
used at each SONET node to provide the 48 DS3s, thereby
overstating its investnment per DS3 and, in turn, the cost of
dedi cated interoffice transport. Mre specifically, AT&T
cal cul ated, on the basis of Verizon's assunptions, that each
node nust have on average approximately 26 ports. (That figure
was based on the need for 96 ports to support 48 DS3s, since
each DS3 enters the ring at one node and departs it at another.
Verizon asserted there were 3.76 nodes per ring, inplying
approximately 26 ports per node.) Verizon's study, however,
assunmed only 16 ports per node, thereby substantially
overstating, in AT&T's view, the investnment per DS3. In
rebuttal, Verizon acknow edged the inconsistency identified by
AT&T but maintained that even though its current network in fact
has 3.76 nodes per SONET ring, its cost study network properly
assunmed 6 nodes per ring, equivalent to 16 ports per node. It
clainms to have used the figure of 3.76 nodes that characterizes
its existing network only to calculate fiber costs (thereby
understating then), but not to cal culate SONET costs. The Judge
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regarded Verizon's explanation as satisfactory and saw no need
for any adjustment. WorldCom and Focal except.

Focal argues that Verizon's claimto have resol ved the
apparent inconsistency should be rejected because a si x-node
assunption artificially inflates costs; the assunption is
i nconsi stent with anything observed in Verizon's existing
networ k; and, nost inportantly, the record | acks evidence that a
forwar d-| ooki ng network requires six nodes per ring. It
suggests that Verizon proposes that figure in order to "avoid
recogni zi ng actual costs that reflect efficient engineering and
reap enhanced profits by superficially inflating them"*® |t
urges that rates be set on the basis of 26 ports per node--i.e.,
3.76 nodes per ring--which it regards as demanded by efficiency,
reality, and consistency. WrldComlikew se maintains that
Verizon has not borne its burden of proof and that Verizon's
expl anation requires the assunption that its current network
does not incorporate forward | ooki ng SONET technol ogy and
desi gn.

In response, Verizon regards it as significant that
AT&T, which initially advanced the adjustnment, does not except.
Wth regard to substance, it contends that there is no evidence
in the record to challenge the six-node assunption and that the
CLECs objecting to it have not borne their burden of going
forward with a prima facie challenge. It disputes as well the
prem se that a hi gher nunber of nodes per ring is inefficient or
costly, contending that larger rings (requiring nore nodes)
entail such efficiencies as |less fiber and fewer connections
between rings. In Verizon's view, the appropriate balance is a
matt er of engi neering judgnment, and the CLECs have offered no
basis for chall enging Verizon's engi neers' judgnent on the
issue. It notes as well that the HAI Mdel contenplates very
| arge ring sizes.

That a forward-|ooking network construct differs from
the existing network is hardly surprising, and those differences
al one certainly cannot invalidate it. But that type of

% Focal's Brief on Exceptions, p. 3.
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difference is the only real basis offered here for contesting

Verizon's otherw se reasonabl e forward-| ooking assunption. 1In
addi tion, Verizon has responded credibly to the argunment that

its construct may increase costs. W see no reason to nodify

t he Judge's conclusions on this issue, and the exceptions are

deni ed.

Optional Digital Cross-Connect System

AT&T objected to Verizon's inclusion of a digital
cross-connect system (DCS) on nost dedicated transport circuits
regardl ess of whether the CLEC wi shed to purchase it, arguing
that the FCC had all owed CLECs to order dedicated transport and
DCS separately; Verizon contended that the extent of its
unbundl i ng obligation was not within the scope of this costing
proceedi ng and that no CLEC had yet requested an unbundl ed DCS
product. The Judge directed Verizon to identify the costs of an
unbundl ed DCS product here unless it could cite a conclusive
determ nation that it need not offer the product. He added that
Verizon was free to argue el sewhere agai nst any such offering.

Verizon has submtted a calculation of its DCS costs
but notes that the resulting rates are intended to apply only to
the extent Verizon is obligated to offer the product. It
reserves its right to raise issues regarding that obligation in
ot her proceedi ngs.

The CLEC Alliance replies that Verizon has failed to
show that it was not obligated to offer the unbundl ed product
pendi ng decision in those other proceedings, and it asks us to

order Verizon to provide it on an unbundl ed basis "until and

unl ess Verizon can sufficiently demponstrate otherwise."* The
CLEC Al liance's request is beyond the scope of the proceeding
and is denied, without prejudice to its further consideration in
appropriate foruns.

7 CLEC Alliance's Reply Brief on Exceptions, p. 13.
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Fill Factors

Verizon used a 75% fill factor for interoffice
transport. The CLEC Alliance reconmended fill factors of
bet ween 80% and 90% ar gui ng, anong other things, that even
t hough the equi pment installed to accommpdate traffic growh
m ght be utilized at a 75%rate, the density and vol une of the
New York City tel ecomruni cations market suggested that existing
facilities accommodating existing traffic were likely at ful
capacity and that the overall fill factor ought to exceed 75%
Verizon's response referred to the need for adequate capacity to
ensure a pronpt response to orders, a concern the Judge
acknowl edged. The Judge concl uded, however, that "the CLEC
Al liance's argunents strongly inply a fill factor higher than
Veri zon proposed; once again it is inportant to renmenber that
not only that Verizon bears the burden of proof, but also that
in a forward-I1ooking analysis, its own experience provides the
starting point but not the conclusion."*® He therefore
recomrended a fill factor of 80% Verizon, WrldCom and Focal
except .

Verizon contends that the Judge of fered no derivation
or analysis for his higher nunber and that the witness relied on
by Worl dCom and the CLEC Alliance | acked engi neering expertise
and offered no evidence in support of his recormmendation. It
mai ntains that its 75%factor is based on the experience,
expertise, and judgnent of the people who actually build and
operate the network and that the notion that utilization should
be maintained at as high a | evel as possible will lead to
installation delays and held orders. It points in this regard
to our statenment, in a recent opinion, that Verizon's efforts to
reduce utilization levels were part of the neasures taken to
inprove its performance in providing interoffice facilities.™

¥ R D, p. 148.

™ Verizon's Brief on Exceptions, p. 50, n. 127, citing
Cases 00-C- 2051 et al., Verizon-New York, Inc. - Special
Services, Opinion No. 01-1 (issued June 15, 2001), pp. 11-12.
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In response, WrldCom charges that Verizon "deneans
and ignores the analytical work perforned by [the Judge] and
[our] Staff,"?® and it defends its w tness against Verizon's
attack, noting his tel econmuni cations experience as well as that
of the w tnesses sponsored by the CLEC Alliance. The CLEC
Al liance argues to simlar effect, contending that Verizon's
recommendati ons derive "fromthe practical experience and
techni cal judgnment of people who have a traditional nonopoly
network design nentality that cannot escape inefficient
engi neering design constructs."® |t reviews the basis on which
its witnesses criticized Verizon's recommendati on, asserting
that the absence of spare capacity on the existing transport
network is irrelevant in a forward-I|ooking TELRI C network.

In their own exceptions, WrldCom and Focal urge

higher fill factors than those recommended by the Judge. Focal
di sputes the Judge's inplication that the CLEC Alliance had nade
a general reconmmendation for a fill factor between 80% and 90%
in fact, it reconmended factors of 90% for nost of the
conponents involved. It argues as well that the Judge's
recommendation of a renote termnal fill factor of 88% i nplies
an interoffice transport fill factor of at |east 90% inasnuch

as the interoffice systemas a whole runs at nearly ful

capacity and has a higher utilization factor than RTs. Most
inmportantly, in Focal's view, utilization rates should be

hi ghest for portions of the network with nore highly
concentrated traffic, such as the interoffice network. Worl dCom
likewise cites the specific fill factors proposed by the CLEC
Al'li ance.

Verizon responds that the Judge was aware of the CLEC
Alliance's fill factors and apparently intended the 80%
recommendation as a conprom se. It argues as well that the
record | acks evi dence supporting the conparative fill factor
principles asserted by Focal and that there is no basis for

20 \Wor| dComi's Reply Brief on Exceptions, p. 38.
XL CLEC Alliance's Reply Brief on Exceptions, p. 15.
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concluding that utilization levels for transport wll
necessarily be higher than for | oop conponents.

The Judge's recommendati on represents his considered
assessnment of the parties' positions, recognizing, once again,
that there is no one "correct” fill factor. [In our view,
however, the fill factors offered by the CLEC Alliance, which
for the nost part were at 90% should have wei ghed nore heavily
in that assessnent and warrant a fill factor of 85%

| OF Deaver agi ng

The CLEC Alliance called for deaveraged transport
costs, on the prem se that costs would be | ower in higher
density areas because of higher fill factors and ot her
considerations. Verizon contended that if a separate Manhattan
rate were established, it would have to reflect not only the
| oner costs associated with shorter transport distances but the
added costs associated with the high conplexity circuit design
characteristic of Manhattan.

The Judge directed Verizon to include with its brief
on exceptions an estimte of a deaveraged Manhattan dedi cated
interoffice transport rate, so a judgnment could be reached on
whet her costs differ enough to warrant deaveragi ng. Verizon has
done so, and it states that its analysis denonstrates that the
costs of interoffice transport within Manhattan are hi gher than
the statewi de average. It adds that it opposes deaveraging in
view of the adm nistrative costs and the difficulty of applying
deaveraged transport rates to routes that cross density zone
boundari es.

Worl dCom in response chal |l enges Verizon's estinmate,
cont endi ng, anong other things, that it neither denonstrates the
cl ai med need for greater circuit conplexity in Manhattan nor
t akes account of all the efficiencies available there. |t asks
that Verizon be directed to reconpute a deaveraged transport
rate reflecting an average ring length of no nore than 3.8
mles.

The issues raised by Wrl dCom precl ude adoption of a
deaveraged rate on the basis of Verizon's estimate, and the
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di fferences between the parties over whether Manhattan costs are
hi gher or |lower than average warrant a determ nati on now that
cost differences have not been shown to require deaveraged rates
for this elenment. Parties may coment in greater detail on the
matter within 30 days of the date of this order, and we will

deci de, on the basis of those coments, whether to pursue the
matter further.

DSL COVPATI BLE LOOPS AND LI NE SHARI NG

| nt roduction
Digital subscriber Iine (DSL) technology entails the
use of specialized electronics that permt the transm ssion over

copper tel ephone lines (as distinct fromnore advanced opti cal
fiber) of high-speed data signals while at the sane tine
all owi ng the custonmer to nake ordinary voice calls. The
t echnol ogy takes several forns, collectively referred to as
xDSL; of particular pertinence here are asynmetric DSL ( ADSL)
and high-bit-rate DSL (HDSL).*®?

"Line sharing,” neanwhile, refers to an arrangenent
under which a CLEC is able to provide DSL data service over a
| oop that is also used by the incunbent carrier to provide
retail voice grade service. The voice traffic is transported in
the low frequency (0 to 4kHz) range of the | oop; the data
traffic is transported in the higher frequency spectrum above
4kHz.

Sone rates for DSL and |ine sharing offerings were
considered in two earlier accelerated tracks of this proceeding.
In Opinion No. 99-12 (issued Decenber 17, 1999) (the DSL

22 More specifically, ASDL uses a twi sted-pair copper |oop; the

asymmetry refers to its ability to support a nuch higher
transm ssion speed to the custoner than fromthe custoner.
Its use thus permts rapid downl oading by a customer of
information fromthe internet or other databases. HDSL uses
either a two-wire or a four-wire copper |oop; transm ssion
speeds (which are the sanme in both directions) are nuch

hi gher when the four-wire version is used. Verizon's tariff
includes rates for ADSL | oops and for two-wire and four-wire
HDSL.
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Opinion), we set rates for the nonrecurring charges and one
recurring charge that Verizon had proposed for DSL | oops. The
rates were set on a permanent basis, in the | egal sense of not
bei ng subject to refund or reparation, but we characterized them
as "interim" inasmuch as they were expressly set for further
exam nation here. Later, in Qpinion 00-7 (issued May 26, 2000)
(the Line Sharing Opinion), we set rates for line sharing.
Those rates were nade tenporary, but "only with respect to
guantitative matters that depend on the yet to be admtted [in
Modul e 3] material. To the extent qualitative judgnents
regarding the applicability of various rate elenents to |ine
sharing [coul d] be made on the basis of the existing record
their rate inplications [were made] permanent."*®

Anmong the issues under this heading is the propriety
of Verizon's having priced DSL | oops and |line sharing on the
basis of an all-copper loop architecture. The CLECs attacked
t hat concept on the premi se that doing so was inconsistent with
the basing of all other UNE costs on a forward-I|ooking, all-
fiber feeder architecture and ambunted to an unlawful violation
of TELRIC requirenments. Verizon argued that the use of copper
was correct, inasnmuch as DSL was an inherently copper-based
technol ogy that would not be needed in an all-fiber environnent.
We generally agreed with Verizon in the DSL Opinion and the Line
Sharing Opinion, and Verizon insists that those deci sions
represent the "law of the case,” warranting rejection of the
renewed argunents to the contrary by Rhyt hns/ Covad and the CLEC
Al'liance.® One inplenentation issue with regard to that dispute
remai ns before us on exceptions, along with various parties
concerns about sonme specific DSL and |ine sharing rates.

Copper Versus Fi ber

As a practical matter, the issue of whether DSL | oops
shoul d be priced on the basis of copper or fiber was rendered
nmoot by Verizon's stated intention to price xDSL-conpatible

%8 Line Sharing Opinion, p. 17.

2 Verizon's Initial Brief, p. 169.
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| oops at the rate applicable to two-wire anal og | oops, despite
what Verizon regards as the higher costs associated with the
former. The recomrended decision included, for informational
pur poses only, a distinct, higher rate for an ADSL copper |ink,
and Rhyt hns/ Covad ask for clarification that the rates for xDSL
| oops are, in fact, the same as the rates for anal og | oops.
Verizon regards such clarification as unnecessary but

unobj ectionabl e, and we here provide it.

Covad asks as well that we not adopt any rate, even on
an informational basis, for the ADSL copper |ink, asserting that
Veri zon provided no cost support for it and the recommended
deci sion engaged in no analysis of it. AT&T |ikew se asserts
that Verizon's copper cost clainms were not subject to rigorous
review and asks us to specify that we have not addressed their
nmerits.

Verizon replies that its cost study for an all-copper
| oop was presented in detail and went unchall enged by any CLEC.
It denies that its pricing proposal renders its cost analysis
nmoot, noting that if the cost analysis had shown copper costs to
be |l ess than fiber, the pricing proposal would not have been
adopted. It therefore asks us to adopt its cost estimate
subj ect to any generally applicabl e adjustnents.

Verizon's pricing proposal for DSL | oops obvi ates
detail ed consideration of its all-copper |oop proposal. There
likewise is no need to specify a rate for an all-copper |oop,
even for informational purposes, and we shall not do so.

Loop Qualification Charge
Loop qualification refers to the process by which it
is determ ned whether a particular |oop can be used for DSL
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transm ssion.® Verizon offers several forns of access to that
information. |Its "mechani zed | oop qualification” service
af fords basic informati on on | oop qualification by querying an
el ectroni ¢ database. CLECs wi shing additional information are
of fered "manual | oop qualification” and "engi neering query,"
whi ch invol ve "checki ng ot her databases, perform ng automated
[metallic line tests] on |oops, and checki ng paper outside plant
records (known as 'cable plats')."® These additional services
i ncur additional charges.

The nore costly forns of access are needed because the
avai | abl e nechani zed dat abases are not fully popul at ed.
Rhyt hms/ Covad therefore objected to the associ ated char ges,
argui ng, anong other things, that the charges require CLECs to
cover the cost of correcting Verizon's failure to develop a
proper database and that a forward-I|ooking, TELRI C- conpliant
cost study would assune a market in which Verizon's network took
account of the needs of its CLEC custoners. The Judge
anal ogi zed the issue to the house and riser asset inquiry
charge, reasoning that while a strict TELRI C construct m ght
contenpl ate the existence of a nore conprehensive dat abase,
adopting that construct would incur the risk of assum ng a
fantasy record keeping system He distinguished this issue,
however, on the grounds that Rhythns/Covad's w tness had
credi bly suggested that Verizon's conpliance over the past 20
years with its own guidelines related to its databases woul d
have resulted in nore of the pertinent information being
i ncluded. The Judge believed Verizon had established the

2% Copper |oops often are equi pped with devices that preclude
their use to support DSL; the devices were installed in the
past to enhance the network in various respects. |If |oop
qualification determ nes that such devices are present, the
| oop nust be "conditioned" to renove them The Judge
consi dered various issues related to | oop conditioning, and
those raising quantitative matters are di scussed bel ow under
t he headi ng of Nonrecurring Charges. Qualitative issues
related to | oop conditioning (R D., pp. 155-157) are not
rai sed on exceptions.

2% \ferizon's Initial Brief, p. 180.
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soundness of its historical procedures for developing its

dat abase, but he saw little assurance of the extent to which

t hose procedures had been conplied with. "In view of that
failure of proof, and to provide additional incentive to devel op
t he database as a tool that neets the CLECs' needs as well as
Verizon's own needs as a retailer, [he recommended] a downward
adj ust ment of 25%in Verizon's |loop qualification charges."?

Veri zon excepts, arguing that artificially | owering
rates to provide it incentives violates the requirenent that UNE
rates be cost-based. |In addition, it sees no evidence "ot her
than the ipse dixit assertion of the Covad/ Rhythms witness"?®
that its database procedures were not conplied with. It adds
t hat the reconmendati on ensures that Verizon will not be able to
recover its forward | ooki ng costs, nmakes no all owance for the
cost of popul ating the database, and permts CLECS to avoid
making a fair contribution to loop qualification costs.

I n response, Rhythnms/ Covad note that Verizon did not
cross-exanmne their witness on this issue and that the w tness,
a fornmer Bell Atlantic outside plant engineer, has |ong
experience and thorough know edge of Verizon's practices. They
regard the creation of incentives as fully consistent with
TELRIC, for TELRIC replicates conpetitive pricing, which offers
incentives to efficiency. They argue that the Judge's
recommended rates are, in fact, above TELRIC, inasmuch as they
require CLECs to pay for inefficient manual processes. And they
di spute what they take to be Verizon's prem se that it has been
ordered to undertake a crash project to update its databases
wi t hout being reinbursed for the associated costs; they assert
that they seek not such a crash project but only charges that
reflect efficient technol ogy.

Once again, the Judge has reached a reasonable result
on the basis of the record as a whole, including burden of proof
consi derations and evi dence to which Verizon would assign little
if any weight. But the evidence is undeniably there, and the

27 R D, p. 160.

28 \ferizon's Brief on Exceptions, p. 55.

-132-



CASE 98- G- 1357

Judge did not act unreasonably or unfairly in crediting it nore
than Verizon would. His reference to providing a needed

i ncentive should be seen not as sanctioning a bel owcost rate
but as explaining why the rate was being set toward the | ow end
of the range of reason for those costs.

Splitter Adm nistration and Support Charge

As al ready explained, "line sharing” refers to an
arrangenment in which a CLEC is given access to the DSL
transm ssion capability of a copper loop that is also used by
Verizon to provide retail voice grade services. The voice
traffic is transported in the | ower frequency range and the data
traffic in the higher frequency range; the voice and data
traffic are routed to their respective switches through the use

of devices referred to as "splitters.” Two scenarios for the
provi sioning of |line sharing were devel oped in the ongoi ng DSL
Col | aborative and were considered in Verizon's cost studies. In

scenario A, the splitter is located in the CLEC s coll ocation
space in Verizon's central office; in Scenario C, it is nounted
on a relay rack located in Verizon's central office space. 1In
both scenarios, the splitter is owned by the CLEC

Veri zon proposed a splitter adm nistration and support
charge (SASC) conprising ACF-type conponents: a network
mai nt enance factor (to recover splitter repair, maintenance, and
sim |l ar expenses) a whol esal e marketing factor (to recover
"product managenent, advertising and custoner-interfacing
functions associated with the whol esal e market"®), and a support
factor (to recover a range of support functions such as
i nformati on managenent, research and devel opnent). Consi stent
wi th our decision in the Line Sharing Opinion, the network
mai nt enance factor would not be applied in line sharing
scenario A, inasnuch as the splitter would be | ocated in the
CLEC s col |l ocati on space and Verizon woul d incur no mai nt enance
cost s.

2 Verizon's Brief on Exceptions, p. 51.
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Rhyt hms/ Covad chal | enged the SASC on a variety of
grounds. The Judge found that many of the argunents echoed nore
generic concerns about ACFs, particularly whether Verizon had
adequately renoved costs associated with its own retai
activities. He held that those issues were adequately addressed
by the recommended adjustnents to ACFs generally, which would be
applied here as well. The issue unique to splitters, he
conti nued, was whet her ACFs should be applied at all to an item
of hardware in which Verizon itself has no investnment. Verizon
mai ntai ned that the CLECs' splitter investnment was sinply a
surrogate base to which the ACF could be applied in order to
recover real costs. The CLECs countered that doing so was
fundanmentally at odds with the theory underlying the
construction of ACFs.

The Judge's finding on that issue is set forth at
| engt h because the parties' argunents on exceptions pay cl ose
attention to its wording:

It seems to ne that the CLECs have the
better of this argunent. Wat is at stake
is not consistency for its own sake--i.e.,
the claimthat ACFs are applied to Verizon's
i nvestment and therefore should not be
applied to CLECs' investnent--but the
possibility that the ACFs woul d have been
calculated differently had the historical
i nvest ment base included investnent other
than Verizon's owmn. |In that event, the
denom nator of the ACF rati o woul d have been
greater and the ACF correspondingly | ower.
But applying the existing ACFs to investnment
not owned by Verizon entails a clear risk of
overrecovery.

This is not to say that Verizon incurs
no costs in connection with line sharing of
the sort recovered through the ACFs at
issue. Its testinony shows that the costs
(once those related to retail activities are
properly renoved) are real, though care nust
be taken to elimnate as well all costs
related to relationships w th equi pnment
vendors. But despite its burden of proof,
it has not proposed a reasonable way to
identify and recover those costs; and
recovery therefore should be disall owed.
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Finally, with specific reference to the
mai nt enance costs proposed to be recovered
from Scenario C CLECs, Rhythns/ Covad have
not shown splitter mai ntenance costs to be
de minims. |If Verizon can devise and
present on exceptions a better cost
estimati on and recovery nechani sm those
costs shoul d be all owed. #°

On exceptions, Verizon suggests the Judge "appears to
recommended a provisional disallowance of the proposed
[admi ni stration and support] charge."? Noting that the Judge
acknow edged the reality of these costs (but expressing surprise
at his recommendation that costs associated with equi pnment
vendors be disall owed, seeing no risk of the double recovery
war ned of by the Rhythns/ Covad wi tness inasmuch as the costs at
i ssue here are included in a different account fromthose
recovered el sewhere), it contends that the only real question is
how t he anpbunt of the costs should be determned. |Its answer is
to recover these costs, |ike other expenses, through ACFs; and
it sees no basis for the Judge's concern over applying ACFs to
i nvestnment not included in the investnment base used to conpute
them It contends that as | ong as the expenses included in the
numer at or of the annual cost factor devel opment match the
i nvestnments included in the denom nator, the resulting factor
will properly reflect the relationship and may be applied to
investnments not included in the initial investnent base. It
nevert hel ess reconputes the ACFs on an investnent base including
aggregate CLEC splitter investnment and finds only "an
i nsignificant reduction"?® in the resulting whol esal e marketing
and support ACFs. (It does not provide the anal ogous
calculation for the network factor because the allocation of
splitters between scenarios A and C could not be determ ned by
the briefing deadline.) Verizon argues that the recal culation
"should elimnate the double recovery concern, and thus obviate

0 R D, pp. 171-172.
21 Verizon's Brief on Exceptions, p. 52.
2 1d., p. 54
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any basis for unjustly denying Verizon the recovery of what the
RD concl udes, correctly, are 'real' costs."®®

Rhyt hms/ Covad argue in response that Verizon
m sunder st ood the Judge's recommendati on, which was to disallow
so nmuch of these charges as relate to the whol esal e marketing
and ot her support ACFs, but provide Verizon a further
opportunity on exceptions only to estinate and propose a
recovery nechani smfor the maintenance costs to be recovered
fromscenario C CLECs. Instead, Verizon seeks to recover the
entire SASC and fails to nake the authorized specific show ng
with regard to maintenance costs. Wth specific reference to
di sal | onance of vendor costs, Rhythns/Covad notes that Verizon's
exception refers to an argunent by their wi tness that was not
raised in brief nor cited by the Judge. The Judge's point
related to a different argunent--that CLEC equi prent suppliers
perform product managenent, advertising, and customner
interfacing functions with respect to the splitters and that
Verizon is not involved in those processes--and Verizon does not
address itself to that concern. Rhythns/ Covad therefore urge
rejection of the whol esal e marketi ng and ot her support cost
conponents of the SASC consistent with the Judge's
recomrendati on, which Verizon has not shown to be flawed; and
continued rejection of the nmaintenance cost conponent, inasmuch
as Verizon has not responded to the invitation extended by the
Judge with respect to those costs.

Rhyt hms/ Covad' s readi ngs of the Judge's
recommendati ons are nore persuasive than Verizon's. The Judge's
invitation to submt a better cost estimate and recovery
mechani sm was directed to mai ntenance cost conponents, and
Verizon did not specifically respond. And his concern about
vendor costs related to the CLECs' incurrence of those costs on
t heir own.

That said, Verizon's reconputation of the pertinent
ACFs in a manner reflecting inclusion of splitter costs in the
denom nat or obvi ates the Judge's principal substantive concern

213 | d
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on this point. If the ACFs are reconputed in this manner, and
the SASC is further nodified to elimnate costs related to
rel ati onshi ps with equi prent vendors, the charge may be inposed.

Li ne Shari ng SAC Char ges
The col l ocation service access connection (SAC) charge

recovers the costs of providing the physical connection between
a CLEC s col |l ocated equi pnent and Verizon's network. The Judge
accepted Verizon's argunent that |ine sharing requires enough
cabling to warrant the inposition of two SAC charges for each
installation but that the charge should be prem sed on the use
of 165 feet of cable in each instance, rather than the higher
anount that Verizon suggested was supportabl e.

In its brief on exceptions, Verizon notes that the
charge set in the Collocation nodule of this proceeding is, in
fact, based on 165 feet of cable and no change is required.
Verizon's point, which is uncontested, is correct.

Cooperative Testing

Cooperative testing refers to a joint effort by a
Verizon technician and a CLEC technician to ensure, on the
installation of a |ine sharing arrangenent, that it is properly
installed and working. Verizon proposed a charge of $37.15 per
| oop for cooperative testing, which it regarded as cost based.
Rhyt hms/ Covad obj ected, contendi ng that CLECs shoul d not be
required to pay for work and then pay for testing to nake sure
the work was perforned; at a mninmm they suggested, the charge
shoul d be wai ved wherever the failure of a loop is Verizon's
fault, and Verizon should bear the burden of identifying
i nstances in which the charge may be i nposed. The Judge held
that |ine sharing involves use of a line already known to be
carrying dial tone (in contrast to a stand-al one DSL
installation, where a new line nust be installed and tested),

whi ch "tends to negate at | east one possible source of trouble
that may be attributable to Verizon. |In these circunstances, it
seens reasonable to allow inposition of the cooperative testing
charge; to provide for its waiver if the trouble is attributable
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to Verizon; but to require the CLEC to bear the burden of
showi ng a wai ver to be warranted."®

Rhyt hms/ Covad except, disputing what they take to be
t he Judge's assunption that cooperative testing is used
primarily for |line sharing arrangenents; they assert that it is
intended primarily for use with stand-al one DSL | oops in order
to ascertain the presence of dial tone and the existence of
continuity (that is, a conplete circuit). Rhythnms/Covad add
that the absence of continuity is a serious problemin
connection with stand-al one DSL | oops and that the problemis
attributable to Verizon, as the party responsi ble for nmaking the
necessary cross connections. Accordingly, and because
cooperative testing hel ps Verizon identify its own provisioning
errors, they assert that Verizon should bear the testing costs
and the rate should be set at zero.

In his reply brief on exceptions, the Attorney Ceneral
agrees with Rhythms/ Covad' s anal ysis and recomrends that Verizon
bear the cost of cooperative testing when depl oying a new st and-
al one line and that CLECs bear the cost in the |ine sharing
context unless the CLEC can establish that the defect identified
is one for which Verizon is responsible.

Veri zon responds that although cooperative testing is
used primarily with stand-al one DSL | oops, it is also used
occasionally for line sharing and it is only in those situations
that the charge would be inposed. It adds that cooperative
testing is nothing nore than a normal quality assurance
procedure, the costs of which should be recoverable.

The posture of this issue is somewhat peculiar:

Rhyt hms/ Covad except; the Attorney General supports their
anal ysis; yet the Attorney General's ultimte recomendation is

substantially the same as the Judge's. In any event, we are
satisfied that the Judge drew a reasonabl e distinction between
t he stand-al one DSL context and that of line sharing. 1In the

former, there should be no charge for cooperative testing; in

24 R D, p. 174.
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the latter, the charge nmay be inposed but should be waived if
t he CLEC can show the flaw to have been Verizon's fault.

NONRECURRI NG CHARGES

| nt roduction

Nonrecurring costs (NRCs; the abbreviation refers as
well to the nonrecurring charges intended to recover those
costs) have been defined by Verizon as "one-tinme costs that are
incurred in responding to a carrier's request for the
initiation, change, or disconnection of service."? To state the
matter nost generally, the costs are determ ned by estinmating
the worktines needed to performthe required activities and
mul ti plying them by the appropriate | abor rates. NRCs have been
a nettlesone issue since Phase 2 of the First Proceedi ng and
continue to be controversial here. The issues are both conpl ex
and inportant, inasmuch as CLECs regard NRCs as upfront
i npedi ments to market entry.

In Phase 2 of the First Proceeding, we found that
Verizon had failed to neet its burden of proof with regard to
NRCs and that the record could have justified rejecting its NRC
presentation in toto. Doing so, however, would have been
tantamount to finding that the costs at issue were zero, clearly
an incorrect conclusion, and we therefore set reasonabl e
pl acehol der NRCs at a | evel approximately 57% bel ow Veri zon's
proposals.”® Verizon's failures of proof related to both the
forward-| ooking nature of its study and its nmethod for
estimati ng workti nes.

I n Phase 3, Verizon proposed additional NRCs. W
found that Verizon's estimating nethods had been inproved in
sonme respects, and we approved several of the new NRCs. W
rejected others, as to which the new estimating nmethod had not

2> Verizon's Initial Brief, p. 288.

2 The basis for the 57% adjustnent is set forth in the Phase 2
Opi nion, pp. 53-54; in general, the adjustnent represented
the average effect of applying, in each work function for
whi ch Veri zon had conducted a task oriented costing (TOC)
anal ysis, the mninmumrather than the nean TOC data point.
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been applied. W also strengthened the procedure used to ensure
that NRCs did not double recover costs already recovered through
carrying charge factors.

In the present proceeding, Verizon clains to have
presented studi es designed to satisfy the earlier criticismns.
Most of the studies were based on the nonrecurring cost nodel
(NRCM; of the nine studies that did not rely on the NRCM none
is specifically controverted.?’

The Judge described Verizon's study in some detail %%
in general Verizon first determ ned worktines using today's
nmet hod of operations and then adjusted those results to refl ect
the effects of planned nmechani zation efforts. It therefore
contended that the study was forward-1ooking, resulting in NRCs
that often are substantially |l ess than current costs, but it
expl ai ned further that sone activities will continue to require
manual rather than mechani zed work effort.

Noting the inprovenent in Verizon's NRC studies
bet ween Phase 2 and Phase 3 of the First Proceeding, the Judge
found that Verizon's efforts to study its NRCs on a forward
| ooki ng basis had been still further inproved. He did not
regard the studies as fatally flawed by their use of existing
systens and costs as a starting point, holding that "the key is
whet her adequate steps have been taken to adjust that starting
point to reflect reasonabl e forward-|ooking assunptions.
Verizon's evidence details those steps, and they appear
general ly sufficient."?® To the extent, however, that NRCs
reflected continued use of UDLC technol ogy, the Judge
recommended that, |ike the corresponding recurring charges, they
be set on that basis for now but they be reduced in a year to a
| evel consistent with IDLC al one unless Verizon can show t hat
step to be unreasonabl e.

27 Verizon's Initial Brief, p. 289, n. 689, listing the nine

non- NRCM st udi es.
R D, pp. 176-177.
9 R D, p. 181.

- 140-



CASE 98- G- 1357

AT&T excepts to the Judge's general endorsenent of
Verizon's NRC studies and Verizon excepts to a nunber of
specific adjustnments related to NRCs for DSL servi ce.

The Studies in General

Noting the substantial burden cumul atively inposed by
NRCs on Verizon's conpetitors, AT&T argues that Verizon's
current NRC submi ssion suffers fromthe same principal flaw-its
reliance on Verizon's existing enbedded network--as the
subm ssi on found unacceptable in Phase 2. According to AT&T,

t he adj ustnents made by Verizon in contenplation of planned
network upgrades failed to reflect the TELRI C network that
underlies its proposed recurring costs. As a result, AT&T
contends, NRCs and recurring costs are based on fundanental |y

di fferent network assunptions, something that TELRI C does not
allow. AT&T therefore urges us to find that Verizon has again
failed to sustain its burden of proof and to reject the proposed
NRCs entirely; should we be reluctant to take that radical a
step, AT&T woul d propose a disall owance of 40%

Verizon responds that AT&T is merely reiterating
argunents fully considered and rejected by the Judge and that
his recommendation reflects a careful consideration of the
evidence. It characterizes the proposal to reduce the costs by
40% as unl awful and unfair, noting that AT&T presented no
affirmati ve case on NRCs, having offered only a critique of
Verizon's studies that was refuted on rebuttal.

AT&T exception is denied. The Judge fully recounted
both the history of the issue in the earlier proceeding and the
basi s on which he found Verizon's current studies to be
general ly acceptable. AT&T' s argunents on exceptions offer
not hi ng new on the point.

OSS Efficiency (Fallout Rate)

The fallout rate refers to the percentage of CLEC
orders that cannot be processed electronically and that require
nore costly manual intervention. AT&T asserted that Verizon's
study contenpl ated excessive fallout rates, as high as 25%-a
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figure AT&T says it calculated for a 2-wire loop--and that in a
properly designed system the fallout rate should not exceed 2%
The CLEC Alliance noted that the 2% figure had been adopted in
proceedi ngs in Connecticut and Massachusetts; AT&T asserted that
the record relied on in Massachusetts was simlar to the one

bef ore us.

The Judge found that Verizon had not borne its burden
of proving that its fallout rate was adequately optimstic.
Noting that "fallout rates can be expected to decline as
experience is gained with nore efficient GSS, and [that] it is
important that rates here be set on the prem se of m nina
fallout,” he recomended adoption of the 2% fallout rate
advocat ed by AT&T.#®

Verizon excepts, arguing that there is no record basis
for applying an across-the-board 2% fallout rate. It agrees
that "mnimal" fallout should be assumed but insists its studies
do just that, using different levels of fallout, estinmated by
its experts, for different types of activities. Contending that
AT&T offered no evidentiary support for the 2% figure, it
suggests that AT&T was relying on a Southwestern Bell Tel ephone
experience it had cited in other proceedings. That experience,
in Verizon's view, is distinguishable, inasnmuch as it pertained
only to the service order function of sinple residential retai
servi ce, which cannot be extended to other service categories.

AT&T replies that it in fact offered extensive
testinmony criticizing Verizon's fallout rates, including the
testimony of a know edgeable witness; it contends Verizon is
again alleging "no evidence" when it nmeans "evidence that it
considers to be in one way or another insufficient.” AT&T adds
that the Sout hwestern Bell experience is a strawman set up by
Verizon in its exception, for it had not been referred to by the
Judge. The Judge referred, instead, to a Massachusetts deci sion
t hat had been extensively quoted fromin AT&T s reply brief and
that Verizon's exception ignores.

2 R D, p. 184.
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Verizon contends as well that whether or not the 2%
fallout rate is valid, the cal cul ati ons acconpanyi ng t he
recommended decision applied it incorrectly in one instance,

i nasmuch as the software transl ati on needed to connect a new
UNE- P port and | oop woul d al ways have to be performed manual ly.
Verizon asserts that no party offered any evidence chall engi ng
that claimbut that the cal cul ati ons acconpanying the
recommended deci sion neverthel ess refl ect application of the 2%
fallout rate to that activity. Even if the rate is generally
adopted, it argues, it should not be applied here.

AT&T responds that Verizon again msrepresents the
record, citing testinony by its witness that if a forward
| ooki ng network construct and forward | ooki ng OSSs are assuned,
no manual software translation would be needed to connect the
new UNE-P port and |oop.? Accordingly, AT&T contends, the
adj ust mrent was properly applied to that activity.

As AT&T points out, the Judge had anple record basis
for his 2% fallout rate, and Verizon's general exception here is
denied. Verizon's specific exception related to new UNE-P
ports, however, is granted; manual software translation is
i ndeed needed in connection with a new UNE-P installation, and
AT&T has not shown the contrary.

Loop Conditi oni ng NRCs

Rhyt hms/ Covad cont ended that Verizon's study
overstated the worktines used in calculating NRCs. In
particul ar, they questioned Verizon's assunption that |oop
condi tioning work must proceed one loop at a tine instead of
t hrough what it regarded as the nore efficient process of
del oading nultiple |oops, and they urged use of the tine
estimates proposed by their wi tnesses. Verizon contended that a
proper analysis of nmultiple | oop conditioning showed that it
woul d pose service problens and significantly increase costs.

2L AT&T's Reply Brief on Exceptions, p. 101, citing Tr. 1,573-
1,578 and Exhi bit 316.
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The Judge found the record inconclusive in a variety
of ways and treated the | oop conditioning NRC as foll ows:

Del oadi ng | oops in batches of 25 or 50
may ri sk degradi ng service or increasing
costs in the manner warned of by Verizon;
but del oading only one loop at a tine does
not appear absolutely essential to system
integrity or cost minimzation, and m ght
itself jeopardize systemintegrity by
requiring nore frequent opening of
encl osur es.

To state the matter differently,
Veri zon has not borne its burden of proof
with respect to its proposed charges, but it
has shown anple qualitative reason why the
charges shoul d not be reduced to a |evel
consistent with the worktimes advanced by
Rhyt hms/ Covad. To reflect the state of the
record before ne, | conclude that Verizon
shoul d reconpute its worktines on the
prem se that | oops are del oaded on average
in batches of ten, thereby capturing sone of
the efficiencies that may be avail abl e
t hrough nul tipl e del oadi ngs while
recogni zing the difficulty of extending that
prem se too far.?

Verizon excepts, arguing that it conclusively refuted
Rhyt hms/ Covad' s 25- or 50-1oop proposal and that the Judge's 10-
| oop proposal poses, to a sonmewhat | esser extent, the sane
difficulties and | acks any basis in the record. According to
Verizon, multiple del oadi ngs coul d degrade or cause a | oss of
service and woul d generate additional costs to reload |oops in
the event they were not used for DSL service and were
rededi cated to voice grade service. Verizon points as well to
what it characterizes as unrefuted evidence that, for a variety
of technical reasons, there would be only few instances in which

22 Wthout intending to belittle concerns about service quality,
| cannot help but note that such warnings have a |long history
of overstatenent, going all the way back to pre-divestiture
AT&T' s objections to conpetitive custonmer prem ses equi pnent.
(Footnote in RD.)

3 R D., pp. 188-189 (footnote onitted).
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mul ti pl e del oadi ngs could be performed, and it contends that
while the evidence was directed toward the proposed 25- or 50-
pair deloading, it applies as well to the Judge's 10-1|oop
proposal. A 10-1oop prem se, accordingly, requires assum ng
unachi evabl e econom es of scal e and produces rates far bel ow
cost. Verizon contends further that the Judge ignored its
argunents that rates prem sed on nultiple del oadi ngs pose
troubl esone cost recovery and rate design issues, given that
custoners typically do not request loops in multiples of ten.
Finally, Verizon contends that despite his claimnot to have
belittled concerns about service quality in invoking pre-

di vestiture AT&T' s objections to conpetitive custonmer prem ses
equi pnent, the Judge did in fact do just that, discounting
Verizon's specific testinony on the service quality probl ens
posed by nultiple del oadi ngs.

I n response, Rhythns/ Covad di spute Verizon's claim
that its evidence was unrefuted and suggest the Judge chose a
m ddl e ground that reflected his assessnent of the relative
strengths of the opposing bodi es of evidence. They reviewthe
testinmony of their witnesses explaining how nmultiple |oop
condi tioning could be acconplished, noting that Verizon did not
cross-exam ne these witnesses. They contend that their
W tnesses’ testinony established, anong ot her things, that
mul tiple | oop conditioning is consistent with nodern cable
splicing technol ogy and that single-loop conditioning can
degrade service by causing wire insulation to deteriorate.

The Judge fully expl ai ned how he reached his
conclusion on the basis of the record as a whole, and while
Verizon's argunments on exceptions urge a different readi ng of
that record, they do not require it. Verizon may be correct to
argue that, in many instances, it will have to condition one
loop at a tinme, but there will |ikely be instances--such as
mul ti pl e occupancy residential buildings--in which nore than 10
| oops may be conditioned at once. The 10-1oop prem se bal ances
those factors as well, and Verizon's exception is denied.

- 145-



CASE 98- G- 1357

DUCTS AND CONDUI TS

| nt roduction, Background, and Legal Context

Ducts and conduits differ fromnearly all of the other
products considered in Mddule 3 of this proceeding in that they
are not classified as UNEs pursuant to the 1996 Act and are not
required by federal law to be priced in accordance with TELRI C
| ndeed, the FCC method for pricing ducts and conduits (which is
not binding on the states) is based on historical costs, and
CTTANY urged its use. Verizon, in contrast, urged that conduit
rentals, |ike UNE rates, be set on a forward-1ooking TELRI C
basis, a proposal that would increase the rates very
substantially fromtheir present levels, set in 1970 on the
basis of historical costs. The Judge provided a detailed
description of the background and | egal context for duct and
conduit pricing®: for convenience, we note here the foll ow ng
hi ghl i ght s:

The federal statute grants the FCC authority
over rates for pole attachnments (defined to
i ncl ude ducts and conduits), but exenpts
fromthat authority any case in which a
state regul ates pole attachnments and
certifies to the FCCthat it does so in a
manner that "consider[s] the interests of

t he subscribers of the services offered via
[the pole] attachments as well as the
interests of the consuners of the utility
services."? New York has so certified.

The FCC has several tines determ ned that
rates for pole attachnments, ducts and
condui ts should be set on the basis of the
utility's historical costs. It did so nost
recently in the "Reconsideration Oder”

i ssued in May 2001. %

24 gsuppl emental R D., pp. 2-5.
47 U.S.C. §224(c)(2)(B).

2% Amendrment of Rul es and Polici es Governing Pole Attachments and
| mpl enentation of 8703(e) of the Tel econmuni cations Act of
1996, CS Dockets No. 97-98 and 97-151, Consolidated Parti al
Order on Reconsideration (rel. May 25, 2001)(the
Reconsi deration Order).
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Section 119-a of the Public Service Law,
enacted in 1978, grants us authority over
rates for pole attachnments and use of ducts
and conduits and specifies certain
guidelines to be followed in setting those
rates.

In our 1997 "Pol e Attachnment Opinion," we
determ ned that we shoul d exercise our
authority over pole attachnment rates by
adopting the FCC s historical cost nethod.
In so doing, we noted the need for
"cooperative federalism and the useful ness
of avoi di ng unnecessary variation in

regul atory requirenents, all for the purpose
of bringing custonmers the benefits avail able
fromthe developnent of conpetitive

mar ket s.

Verizon argued, in connection with the
proposed inclusion of duct and conduit
pricing in Phase 3 of the First Elenents
Proceedi ng, that our adoption of the FCC s
met hod for pole attachnment pricing applied
to ducts and conduits as well. It
attributes its change of position since then
to its "conprehensive review and re-

eval uati on of costing and pricing issues" in
the present proceeding. %

More specifically, Verizon asserted that its current
rate of 75¢ per foot per year is grossly understated, inasmuch
as it was set in 1970 on the basis of even earlier costs and has
not been changed since; it noted that the rate was far bel ow t he
corresponding rates in other states within its footprint.

Veri zon proposed a forward-1ooking costing nmethod that takes
account of the current cost of construction for new conduit

systens. The rates resulting from Verizon's study (and the

current rates for conparison purposes) are as foll ows:

27 Case 95-C- 0341, Pole Attachment |ssues, Opinion No. 97-10
(i ssued June 17, 2001).

8 V\erizon's Initial Brief, p. 219, n. 501.
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Conduit Rates (per duct-foot)

Current Veri zon Veri zon
Rat e Pr oposed
Pr oposed
( St at ewi de) Maj or Cities” Rest-of-State
Mai n Condui t * $0. 75 $6. 22 $5. 41
Subsi di ary Condui t $1. 40 $9. 49 $7. 68

CTTANY' s anal ysi s, based on the FCC s historical cost
nmet hod, began with publicly available ARM S data on enbedded
costs, used those data to calculate a net investnent figure, and
divided that figure by total systemlength to arrive at the net
I inear cost of conduit. 1In calculating net |inear cost, it
relied not on ARM S data, which it regarded as unreliable, but
on information available from Verizon's continuing property
records (CPR); that controversial step is discussed in greater
detail below. On the basis of its analysis, CITANY cal cul ated a
maxi mum rate per foot of 80¢.

The Judge determ ned, for reasons described bel ow,
that ducts and conduits should be priced on the basis of the
FCC s nmet hod, as CTTANY urged, but w thout application of
CTTANY' s adjustment reflecting the use of CPR data. On that
basi s, he cal culated a per-foot cost of $1.50 per duct-foot.

Veri zon excepts to the rejection of its forward-|ooking costing
met hod and to the Judge's further recomendation that rates be
set, in sonme situations, on the basis of a CLEC s use of |ess

2 Verizon's study did not include Manhattan (or the Bronx),
where ducts and conduits are owned not by Verizon but by its
whol | y-owned subsidiary, Enpire Cty Subway, Limted. Enpire
City Subway, which offers conduit space to Verizon and ot her
carriers on a nondiscrimnatory basis, is regulated by the
New York City Departnent of Information Technol ogy and
Tel econmuni cat i ons.

20 "Main conduit" refers to a bank of conduit that directly
connects two manholes or a central office vault and a
manhol e, along with certain associ ated equi pnment. Subsidiary
conduit refers to conduit extending from manholes to poles or
bui | di ngs (other than central office buildings) that is
needed to extend underground cables to connections with
ei ther aerial or block cables.
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t han one-half of a duct. CTTANY excepts to the Judge's
rejection of its CPR based adjustnent.®

Hi storical vs. Forward-Looking Costs

After describing the parties' argunents at sone

| engt h*? the Judge reconmended use of the FCC s historical - cost
met hod for setting duct and conduit prices. He agreed with

Verizon that we were not bound by the FCC s nethod and that PSL
8119(a) need not be read to require basing prices on historical

costs, but he rejected Verizon's policy argunents in support of
forward-1| ooking pricing. He reasoned as foll ows:

Essentially, Verizon insists on the need for
consi stency between the pricing of conduit
rentals on the one hand and of UNEs on the
other. But the FCC, the author of TELRIC
pricing for UNEs, appears to see no need for
t hat consi stency, having very recently
reaffirmed historical -cost-based pricing of
pol es and conduits; and this Conm ssion, as
a matter of discretion, has deferred to the
FCCin this regard, at least with respect to
pol e attachnents. | see no reason why
conduits, whose function is anal ogous so
that of poles, should be treated any
differently fromthem and the Conmm ssion's
decision in Opinion No. 97-10 seens
controlling here. That, indeed, was
Verizon's own position in the First Elenents
Proceeding, and its attribution of its
changed position only to its "conprehensive
review and re-eval uation of costing and
pricing issues" inevitably suggests a degree
of result orientation.

Beyond that, it does not appear that
f orwar d- | ooki ng duct and conduit technol ogy

231

232

The Judge resolved a nunber of additional issues that are not
pursued further by the parties on exceptions and, in general,
are not discussed further here. O these, we note only the
Judge's rejection, on various |egal grounds, of CITANY's
proposal that we assume jurisdiction over the rates charged
by Enpire Gty Subway. The Judge's treatnent of the issue is
consistent with precedent and |law and we explicitly affirm
it.

Suppl enmental R D., pp. 8-13.
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differs all that nmuch fromhistorical. 1In
contrast to the UNE situation, this is not a
case where TELRIC pricing is needed to avoid
i mposi ng on CLECs the costs associated with
t he i ncunbent's enbedded plant (and enbedded
inefficiencies). Verizon's plea for

consi stency between UNE pricing and duct and
conduit pricing fails to take account of the
di fferences between the two products.

Accordingly, | see no basis for recomendi ng
what would be, in effect, a reversal of

Comm ssi on precedent. Consistent with the
Conmi ssion's earlier determnation with
respect to pole attachnents, rates for duct
and conduit rentals should be set, follow ng
the FCC s nethod, on the basis of historical
costs.

On exceptions, Verizon stresses the gap between the
Judge' s recommended rate of $1.50 per duct-foot per year and its
cal cul ated forward-1ooking costs ranging from$5.41 to $16. 56.
Argui ng that consistency and fairness require pricing ducts and
conduits on the basis of TELRIC as long UNEs are priced on that
basi s, Verizon suggests that departing from T TELRIC in the one
i nstance where it produces higher rates "would sacrifice
princi pl ed deci sion-naking to blatant result orientation, and
woul d hi ghlight the unconpensated taking effected in this
proceedi ng. " *

In addition to being demanded by fairness, Verizon
argues, consistent pricing for stand-al one conduit® and for
| oops is required by economc logic, for only if prices are
consistent will CLECs nmake econom cally efficient choices

2 Suppl emental R D., pp. 14-15.

2% \erizon's Brief on Exceptions, p. 2. (Unless otherw se
specified, citations in this section of the order are to the
briefs and reply briefs on exceptions to the suppl enental
recommended deci sion.)

% Stand-al one conduit, at issue here, is conduit offered by

Verizon as a product to CLECs that wish to run their own
cable through it. Conduit is also included as part of the
supporting structure for loop and transport plant, in which
event its costs are recovered through the appropriate UNE
rates.
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bet ween buyi ng unbundl ed | oops from Veri zon and depl oying their
own | oop plant in Verizon's conduit. The Judge noted that the
FCC appeared to see no need for that consistency; Verizon
suggests the FCC did not consider the question. Verizon adds
that forward-1ooking pricing would permt us to deaverage
conduit rates on the sane geographic basis as |oops and to set
separate rates for main and subsidiary conduit, refinenents not
avai |l abl e under the FCC s nethod and that m ght work to the
CLECs' advantage i nasnmuch as subsidiary conduit costs are higher
but, according to CITANY, its constituents for the nbst part use
mai n condui t.

Asserting that the Judge relied primarily on the Pole
Attachnment Opinion in reconmendi ng use of the FCC net hod,
Verizon argues agai nst "blind adherence to precedent."® |t
contends the earlier decision was directed only to pol es and not
to conduit and that we recogni zed the potential distinction in
requiring Verizon to submt forward-|ooking cost studies for
consideration here; just as the Phase 1 UNE rates are up for
reexam nation here, it adds, so should we reexamn ne the
cont enpor aneous deci sion regarding poles. In its view, the
per cei ved need for consistency and "cooperative federalisni that
we cited in choosing the FCC nethod for poles should not be
deci sive here, inasnmuch as rates set in various states on the
basis of the FCC fornula would not necessarily be uniform and
any such uniformty that m ght be achi eved woul d be at the
expense of the nore inportant uniformty between conduit and
| oop rates: "Unbundl ed | oops and stand-al one conduit are, to
sone extent, econom c substitutes for each other. Conduit in
New York and conduit in New Jersey are not substitutable in this
fashion."?® Verizon acknow edges that it took an opposite view
on this issue in 1998 but regards as unwarranted the Judge's
suggestion that its change of position "inevitably suggests a
degree of result orientation"; it cites, rather, the cogency of

%% Verizon's Brief on Exceptions, p. 5.
2 1d., p. 7.
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t he argunents now presented in favor of consistent costing
nmet hods.

Finally, Verizon reiterates its effort to refute,
poi nt - by-point, the FCC s reasoning in support of its decision
to price conduit on the basis of historical costs. The
argunments were presented to the Judge and sumari zed by him as
foll ows:

 The FCC cited stability and sinplicity in
support of maintaining the status quo;
Veri zon sees no reason to exenpt conduit
fromthe rate changes contenplated in
this proceedi ng and sees no reason for
sinplicity to be a decisive
consi der ati on.

* The FCC noted the conplicated procedures
that woul d be needed to devel op a new,
f orwar d- | ooki ng ratemaki ng fornul a;
Veri zon points out that this proceeding
has al ready done so.

e The FCC held that the advant ages of
forward-| ooking pricing were likely to be
| ess pronounced in the pole attachnent
context; Verizon regards that contention
as basel ess, arguing that even though
conduit facilities are not built or
replaced on a unit-by-unit, as-needed
basi s, new conduit does need to be built
as denmand expands.

* The FCC noted the absence of any
congressional directive to deviate from
the use of historical costs; Verizon
reiterates its point that the FCC s
regul ati ons are not binding here.

* The FCC noted that its notice has not
specifically raised the possibility of
novi ng to forward-|ooking costing;

Verizon notes that this procedura
obj ection |likew se is inapplicable here. %

In sum Verizon argues that neither precedent nor policy
warrants doi ng anything other than exercising our discretion to

#8 gSuppl emental R D., pp. 8-9.
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price ducts and conduits on a TELRIC basis as long as UNEs are
So priced.

If Verizon in its exception points to the snal
i ncrease recommended by the Judge over the rates set in 1970,
CTTANY in reply enphasi zes the very | arge percentage increase
now sought by Verizon--between 621% and 729% for nmain conduit
and between 449% and 1, 083% for subsidiary conduit. |n support
of its position that historical cost pricing should be retained,
it argues, first, that forward-I|ooking costs are not a proper
basis for conduit pricing. It contends, in this regard, that
Verizon constructs conduit for its own use and rents only excess
capacity to cable operators; that Verizon is reinbursed through
make-ready charges for the cost of nodifying existing plant to
accompdat e additional facilities; that conduit plant is nowhere
near exhaustion; that conduit differs fromUNEs in that its
technology is relatively static; and that forward-| ooking
pricing is not needed to provide consistent price signals
i nasmuch as cabl e operators al ready occupy the conduit and w ||
not abandon their facilities-based service in favor of |eased
UNE arrangenents. It disputes Verizon's suggestion that
geogr aphi cal deaveragi ng woul d produce nore favorable rates, and
it denies Verizon's claimthat there is no need for interstate
consi stency, arguing that investnent decisions are based on
characteristics of the geographic market and that we recognized,
in the Pole Attachnent Opinion, that investnment in New York
woul d be pronoted by reduced barriers to conpetition.

CTTANY points as well to our Staff's informnal
rejection, over the years, of Verizon's argunents that forward-
| ooki ng pricing was consistent with PSL §119(a),? and it
contends that the thoroughly litigated factors that led us to
adopt the FCC s nethod for pricing poles in 1997 remain equally
valid today. It notes the FCC S recent reaffirmance of its

%9 The Judge held that §119-a "need not be read to require
basing prices on historical costs." (Supplenental R D., p.
14.) W need not reach that issue, inasmuch as we are
deci di ng, on other grounds, to base prices on historical
costs.
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position and its explanation there of the differences between
pol es and conduits on the one hand and UNEs on the other.?*°
CTTANY asserts as well that Verizon ignores the substantial body
of law regul ating poles and conduits as essential facilities and
rejecting the use of forward-|ooking costing; and it says that
Areritech, a simlarly situated i ncunbent LEC, recently proposed
pricing based on historical costs in an Illinois proceeding.

RCN, inits late filed reply, argues to simlar
effect, pointing to the distinctions drawn by the FCC between
pol es and conduits on the one hand and UNEs on the other. It
adds that TELRIC is intended to produce prices that are | ower
t han those based on historical costs--a point it says Verizon
itself nmakes in its brief to the Suprene Court in the TELRIC
litigation--and that the FCC chose that policy "to foster
conpetition by easing the financial inpact of entering a
mar ket pl ace that a nonopoly provider controls and mani pul at es.
Verizon's pricing plan, which would dramatically increase
exi sting duct and conduit rates, would have just the opposite
effect. RCN points as well to the inportance of follow ng
precedent, and it sees no public interest rationale for
deviating fromthe policy of cooperative federalismwe adopted
with regard to pole rentals.

The argunents on exceptions add little to the thorough
airing this issue received before the Judge, and we are
satisfied that he properly resolved it. Verizon's exception is
deni ed not out of "blind adherence” to precedent but because the

n 241

precedent was sound when adopted; remains so now (as the FCC,
too, recently held yet again); and deserves to be extended to
ducts and conduits, which have nore in comon with pole
attachnents than with UNEs.

20 1t cites the FCC s Reconsideration Order, 9YY15-25.

241

RCN s Reply Brief on Exceptions, p. 3, citing Local
Conpetition Order 705-706.
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Use of CPR Data Rather Than ARM S
I n applying the FCC s nethod, CTTANY used certain data
from Verizon's continuing property record, rather than the ARM S

data on which Verizon relied, to determ ne the nunmber of duct-
feet over which net conduit investnent shoul d be spread.
Verizon objected to CTTANY's recourse to those data and to the
manner in which it had used them The Judge agreed with
Verizon, and CTTANY excepts.

The Judge set forth the full background for the

> PBriefly, it should be understood that conduits are

i ssue. %
structures that provide physical protection for cables. They
may consi st of one or nore ducts, which actually carry the
cables. The term"duct-feet" refers to the total |length of duct
work in the network, while "trench-feet” or "conduit-feet"
refers to the total Iength of the trenches in which the conduit
is buried. The relationship between conduit-feet and duct-feet
depends on the average nunber of ducts buried in each trench.

On the basis of ARM S data, Verizon calculated a tota
of 265.5 mllion duct-feet inits network. That figure,
together with a net conduit investnent of about $903 nmillion,
produced a net investnent per duct-foot of about $3.40. But
ARM S data showed a duct-to-conduit ratio of 3.8, which CTTANY
saw as out of line with the average ratio of 5.74 in the
remai nder of the fornmer Bell Atlantic footprint. It therefore
turned to Verizon's continuing property record, a detailed
physi cal inventory systemthat CITANY regarded as nore accurate;
it noted that the FCC nethod generally relied on publicly
avai l abl e reports such as ARM S but permtted use of nore
accurate data when avail able. CPR data showed the average
nunber of ducts per main conduit to be 7.91, which CTTANY
reduced to 7.21 ducts per conduit to recognize that subsidiary
conduit usually held only two ducts. It calculated that
adj ust ment by taking account of the ratio of main to subsidiary
duct derived from Verizon's CPR

#2 gQuppl emental R D., pp. 17-18.
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On that basis, CTTANY conputed a hi gher nunber of
duct-feet and a consequently | ower investnment per duct-foot.
After describing the parties' arguments in detail,?® the Judge
found CTTANY' s adj ustnent fl awed:

Verizon's chall enge to CTTANY' s adj ust nment
is persuasive. In effect, CITANY is double-
counting the greater nunber of ducts in main
conduit: once to determ ne the weighting to
be afforded main conduit and once to
determ ne the nunber of ducts to which the
weighting is to be applied. The proper

wei ghti ng woul d be on the basis of main and
subsidiary trench-feet, and that weighting
woul d then be applied to the |arger nunber
of ducts in main conduit, thereby

recogni zing that |arger nunber only once.

As Verizon has shown, that correct weighting
produces, as woul d be expected, a cost per
duct-foot identical to the one produced by
sinply dividing net investnent by the nunber
of duct-feet. Accordingly, |I recomrend that
the rate be set on the basis of the FCC

nmet hod, using a cost per duct-foot
cal cul ated by dividing net investnment by the
nunber of duct-feet shown in the ARM S dat a,
and without reference to the CPR data.®

On exceptions, CTTANY mai ntains that the Judge
rejected the best evidence of the nunber of ducts per conduit,
relying, instead, on a questionable nunber derived fromthe
ARM S data. It argues that, in an anal ogous context, pole
attachnment rates take account of the usabl e space on poles,
sonmet hing that may be determ ned from CPR data. CTTANY goes on
toreiterate its conparison of the ARM S-based figure of 3.8
ducts per conduit in New York with the 5.74 ducts per conduit
average; asserts that Verizon has provided no evidence to
expl ain the di screpancy; and notes that nost of the other states
within the Verizon footprint have ratios that cluster around the
mean. It contends as well that Verizon's critique of CITANY' s
wei ghting of main and subsidiary conduit inplies the inpossible

3 gSuppl emental R D., pp. 19-20.
24 Suppl enental R D., p.21.
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result that subsidiary conduit has | ess than one duct. CTTANY
goes on to argue the inherent accuracy of CPR data, noting that
even though it uses 1994 plant data, the plant is long-lived and
its physical characteristics are not |ike to have changed.
CTTANY charges that Verizon m scharacterized its cal cul ations
and adheres to ARM S data denonstrated to be inaccurate; and it
criticizes the Judge for accepting the ARMS data "rather than
drawi ng a negative inference from Verizon's stonewal |ling, and
its insistence on using a figure that cannot be correct."?®®

Verizon responds that the issue to be determned is
the cost of conduit investnent per duct-foot and that the
average nunber of ducts per conduit is irrelevant to that issue.
The needed answer can be obtained directly by dividing total net
i nvestnment by total duct-footage, and the latter figure can be
obtained easily from ARM S. The figure can be obtai ned from CPR
data as well, and the CPR duct-footages are consistent with the
ARM S duct-footages. The ARM S data, however, are nore current.
Rat her than use this direct approach, Verizon argues, CTTANY
used an indirect approach that first cal cul ates net investnent
per trench-foot and then converts that figure into an investnent
per duct-foot. Verizon reiterates its efforts to show the
fallacies in CITANY' s cal cul ati ons, adding an expl anation of the
artifact, noted by CTTANY on exceptions, of |less than one duct
in subsidiary conduit. But Verizon sees no need even to
consider that indirect approach and the conplexities it entails,
given the ready availability of the direct analysis.

The Judge fully explained his finding that CITANY' s
anal ysis was flawed, and nothing in CITANY's brief on exceptions
rehabilitates the analysis. Verizon properly notes that the
exercise here is a sinple one--dividing conduit investnment by
the total nunmber of duct-feet--and that the nunber of duct-feet
suggested by ARM S data and the nunber of duct-feet suggested by
CPR data are not very different. Wiy the nunber of ducts per
conduit in New York appears to be bel ow the footprint average
has not been concl usively expl ai ned, but Verizon has identified

> CTTANY's Brief on Exceptions, p. 8.
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a nunber of factors that nmay account for it. More inportantly,
the ratio is not really germane to the exercise at hand, and
there is in any event no basis for replacing it with a ratio
that is alnbst as far above the average as it itself is bel ow
CTTANY' s exception is denied.

Hal f - Duct Presunpti on

To facilitate calculation of a rate reflecting the
per centage of conduit capacity occupied by an attachnment, the FCC
adopted, and reaffirmed in the Reconsideration Order, a
rebuttabl e presunption that the attacher occupies one-half of a
duct.® Unless the presunption is rebutted, the attacher is
charged a rate based on one-half of the cal cul ated cost per duct-
foot. The FCC added that "when the actual percentage of capacity
occupied is known, it can and should be used instead of the one
hal f duct presunption,” and that "the presence of inner duct is
adequate rebuttal. Wiere inner duct is installed, either by the
attacher or in a previous installation, the maximumrate wll be
reduced in proportion to the fraction of the duct occupied. That

fraction will be one divided by the actual nunber of inner ducts
n 247

in the duct.
In Iight of those provisions, CITANY presented rates
for a full duct, a half duct, one-third of a duct, and one-
quarter of a duct, to be applied depending on the nunber of inner
ducts installed. Verizon objected, contending that the half-duct
prem se shoul d be applied i nasmuch as "Verizon would not, except
in extraordi nary circunstances, occupy the sanme duct as a
CLEC."*® |n its own study, Verizon calculated rates for a whol e
duct and a half duct only, and it considered that a reasonable
conprom se between its interests and the CLEC s. CTTANY
cont ended, however, that where inner duct is used, the attacher
typically occupies |less than half of the duct and that the FCC s

26 Reconsideration Order, 1195-98 and history there cited.
#7 Reconsi deration Order, 98.

8 \erizon's Reply Brief, p. 120, citing Tr. 5, 756-5, 757.
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provi sion for rebutting the hal f-duct presunption recognizes that
reality.

The Judge found no reason to question the FCC s
prem se that the presence of inner duct rebuts the presunption
that the attacher occupies half a duct, and he therefore
recommended adoption of CTTANY's proposal to devel op rates that
assign a correspondingly | ower proportion of the total cost to
the attacher and to set the rate on the basis of the nunber of
i nner ducts present. Verizon excepts.

Verizon argues, first, that devel oping different rates
for different fractional occupancies would be difficult
adm ni stratively and woul d i npose additional costs, such as
those related to inventories of inner ducts. Moreover, it
regards fractional rates as unnecessary to insure fair cost
all ocation, given that it rarely occupies the same duct as a
CLEC and that a CLEC occupying an inner duct in effect uses the
entire duct. As a practical matter, noreover, its standard
practices limt the nunber of inner ducts to two or three, and
t he placenent of nore than three ducts will be even rarer in the
future, as cable sizes are increased to include |arger nunbers
of fibers. The two-inner-duct case is covered by Verizon's
hal f-duct proposal, and where three inner ducts are present, one
of those ducts would be a mai ntenance spare, the cost of which
shoul d be shared by the occupiers of the duct.

In response, CTTANY cites testinmony by Verizon to the
effect that nodern conduit construction allows for placenent of
three or four inner ducts, and it points out that even though
Veri zon may choose not to share a duct with a CLEC, it retains
custody over the inner ducts and has the option to | ease themto
other attachers. It sees no basis for Verizon's adm nistrative
obj ections, asserting that where the nunber of inner ducts
cannot be determ ned, the FCC formul a uses the hal f-duct rate.
Final ly, CTTANY characterizes as "l udicrous"? Verizon's argunent
t hat one inner duct should be excluded fromconsideration as a
mai nt enance spare, seeing no evidentiary support for such

9 CTTANY's Reply Brief on Exceptions, p. 12.
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treatment. In any event, it says, the FCC took the view that
even a spare constitutes part of conduit capacity.

Verizon's objection raises no theoretical argunents
not presented to and rejected by the Judge. |Its novel argunents
are that rates for fractions of a duct |ess than one-half are
unnecessary and adm nistratively burdensonme. But adm nistrative
burden is unproven, particularly if the half-duct presunption
prevails in the event the nunber of inner ducts cannot be
determined. And if the rate turns out to be unnecessary, it
will sinply not be inposed. The Judge reasonably followed the
FCC s prem se that the presence of inner duct rebuts the
presunption of hal f-duct occupancy, and Verizon's exception is
deni ed. ®

OTHER | SSUES

UCRCC

The unbundl ed CLEC reci procal conpensati on charge
(UCRCC) is intended to conpensate Verizon in situations where it
receives certain types of calls fromthe CLEC for hand off to a
second CLEC and nust nake reciprocal conpensation paynments to
that second CLEC. Verizon cal culated the charge on the basis of
average actual paynents over the period Septenber 1999 through
Decenber 1999, and the Judge directed it to recalculate the rate
inits brief on exceptions on the basis of a | onger sanple
period term nating nore recently. Verizon provides the updated
data and a revised rate inits brief; the rate is |ower than
that initially calcul ated.

AT&T requests in response that we direct Verizon to
update the UCRCC data and rate on a quarterly basis, inasnuch as
t hese paynents likely will continue to decline. WrldCom argues

0 I'nits reply brief on exceptions, CTTANY asks us to "accept

the RD s decision to adopt the FCC hal f-duct presunption.”
(CTTANY's Reply Brief on Exceptions, p. 12.) For the sake of
clarity, it should be noted that the hal f-duct presunption
was not chall enged by Verizon; its exception related to the
Judge's recommendati on of the FCCs further point, that the
presence of inner duct sufficed to rebut the half-duct
presunption and warrant application of a smaller fraction.
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that even the recalculated rate is inconsistent with TELRI C,
inasmuch as it reflects historical experience instead of being
derived on the basis of new TELRI C-based transport and sw tching
rates. It urges that the UCRCC be set equal to Verizon's
tariffed reciprocal conpensation rates that result fromthis
proceedi ng; to do otherwi se, it argues, would allow Verizon to
recover fromthe originating CLEC nore than it would pay to the
termnating CLEC for carrying the traffic.

AT&T's request that this rate be updated quarterly is
sonet hi ng Verizon has already agreed to,® and it seens warranted
in view of the ongoing changes in these figures. It is adopted.
Wor 1 dCom s proposal to change the nature of this charge raises
concerns that nay be reasonable but is offered for the first
time inits reply brief on exceptions. Parties may conment on
it within 30 days of the date of this order, and we will then
determ ne whether to pursue the matter further.

OS/ DA Rate

Verizon notes that the Judge accepted its proposal for
pricing operator services/directory assistance, which is not a
UNE, on a flexible basis using TELRI C costs as the | ower bound
and a market based rate at the upper bound. The rate appendi X
to the recommended deci sion, however, provides only an adjusted
TELRI C rate, and Verizon therefore asks for clarification that
its proposal is approved. W provide that clarification, which
i s opposed by no party.

The Conmi ssion orders:

1. To the extent they are consistent with this order,
t he reconmmended deci si on and suppl enental recomrended deci si on
of Admi nistrative Law Judge Joel A. Linsider, issued May 16,
2001 and June 18, 2001, respectively, are adopted as part of
this order. Except as here granted, all exceptions to those
recomended deci si ons are deni ed.

L Verizon's Initial Brief, p. 274.
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2. Wthin 20 days of the date of this order, Verizon
New York Inc. (Verizon) shall file tariff amendnents consi stent
with this order. Upon filing those tariff anmendnents, Verizon
shal |l serve copies on all active parties to this proceedi ng.
Any party wishing to cooment on the tariff anendnents may do so
by submtting 10 copies of its comments to the Secretary within
15 days of the date the anmendnents are filed. The tariff
anmendnents shall not take effect on a permanent basis until
approved by the Comm ssion but shall be put into effect on a
tenporary basis on ten days' notice, subject to refund if found
not to be in conpliance with this order.

3. For good cause shown, the requirenent of newspaper
publication of the tariff anendnents is waived.

4. Judgnent is reserved as to the matter of possible
refunds with respect to tenporary swtching rates.

5. Parties wishing to conment on the nmatters set by
this order for further comment (i.e. possible geographic
deaveraging of interoffice transport rates and possible
nodi fi cation of the unbundl ed CLEC reci procal conpensation
charge) shall submit fifteen copies of their coments to the
Secretary within 30 days of the date of this order.

6. This proceeding is continued.

By the Conmm ssion

( SI GNED) JANET HAND DEl XLER
Secretary
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APPEARANCES

FOR VERI ZON NEW YORK, | NC. :

Joseph A, Post, Esg. and Thomas M Farrelly, Esq.
1095 Avenue of the Anericas, New York, NY 10036.

FOR AT&T CORPORATI ON:

Robert D. Muil vee, Senior Attorney, 32 Avenue of the
Anmericas, New York, NY 10036.

Pal mer & Dodge (by Jeffrey F. Jones, Esg.), One Beacon
Street, Boston, MA 02108.

FOR FAI RPO NT COVMUNI CATI ONS SOLUTI ONS CORP. :
Huber, Lawrence and Abell (by Eric Nel sen, Esqg. and
Frank MIler, Esq.), 605 Third Avenue,
New Yor k, NY 10158.

FOR COVAD COVMUNI CATI ONS COVPANY:

Jason Oxman, Esq. and Antony Petrilla, Esq., Ham Iton
Square, 600 14th Street, NW Washi ngton, DC 20005.

FOR RHYTHVS LI NKS, | NC. :

Bl unrenfeld & Cohen (by, Mchael D. McNeely, Esq.),
1625 Massachusetts Avenue, NW Washi ngton, DC 20036.

Rol and, Fogel, Koblenz & Petroccione, LLP (by Keith J.
Rol and, Esqg.), One Col umbia Pl ace, Al bany, NY 12207.

FOR WORLDCOM | NC. :

Curtis L. Goves, Esq., 200 Park Avenue, New York,
NY 10166.

Bl unrenfeld & Cohen (by Gary M Cohen, Esq.),
1625 Massachusetts Avenue, NW Washi ngton, DC 20036.

FOR DEPARTMENT OF DEFENSE/ FEDERAL EXECUTI VE AGENCI ES:

Robert A. Ganton, Esq., 901 N. Stuart Street, Suite 713
Arlington, VA 22203.
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APPEARANCES

FOR CABLEVI SI ON LI GHTPATH, | NC. :

M ntz, Levin, Cohn, Ferris, G ovsky & Popeo, P.C.,
(by Mchael N Pryor, Esq.), 701 Pennsylvani a Avenue,
NW Washi ngt on, DC 20004.

FOR THE CABLE TELEVI SI ON AND TELECOVMUNI CATI ONS OF NEW YORK,
I NC. :

John F. Bl ack, Counsel, 80 State Street, 10th Fl oor,
Al bany, NY 12207.

Cole, Rawid & Bravernman, LLP (by Maria Browne, Esq.),
1919 Pennsyl vani a Avenue, Suite 200, Washi ngton,
DC 20006- 3458.

FOR Z- TEL COVMUNI CATI ONS, | NC.:
Lawl er, Metzger & M| kman, LL. (by M chael B.
Hazzard, Esq.), 1909 Pennsyl vani a Avenue, NW
Sui te 820, Washi ngton, DC 20006.

FOR CLEC COALI TI ON:
Kelley, Drye & Warren LLP. (by Edward C.
Yorkgitis, Esq.), 1200 19th Street, NW
Sui te 500, Washington, DC 20036.

FOR CLEC ALLI ANCE:

Swidler & Berlin (by Kevin M Haw ey, Esq.),
3000 K Street, NW, Suite 300, Washi ngton, DC 20007.
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Mintues-of-Use Calculation (See Footnote 71 of the Order)

Z-Tel, in Equation 2 of Attachment A, of its Reply Brief on Exceptions, characterizes
Verizon' s traffic-sensitive switching cost (TSSC) estimate as

COST
BDMOU ~ 251

TSSC =

However, it would be helpful to re-characterize the left-hand side of the equation as
traffic sensitive switching cost per annua business day minute of use (MOU).

TSSC _ COST
ANNUALBDMOU BDMOU “ 251

Verizon, page 20 of its Brief on Exceptions, indicated that the traffic sensitive switching
cost element should be applicable to all billable MOUs. The following equation
summarizes the total annual billable MOUs per year [business day (BD) MOUSs plus
weekend/holiday day (WHD) MOUs|.

ANNUALMOU = ANNUALBDMO U + ANNUALWHDM OU

where

ANNUALBDMOU = BDMOU ~ 251

and

ANNUALWHMO U =WHDMOU " 114

In order to produce a unit cost that, when applied to al billable MOUs, produces
revenues equaling the total traffic-sensitive investment cost, the annual business day
MOUs in the denominator of the second equation above must be multiplied by the ratio
of total annua MOUs to annual business day MOUSs.
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TSSC , 1 _TssC
ANNUALBDMO U _ ANNUALMOU _ ANNUALMOU
ANNUALBDMO U

Since

ANNUALMOU
ANNUALBDMO U

the unit cost per MOU must be lower than Verizon's methodology indicates.

ANNUALMOU  _ (BDMOU “ 251)+ (WHDMOU “ 114)
ANNUALBDMO U BDMOU ~ 251
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VERIZON NEW YORK INC.

Summary of Conmm ssion Adj ustnents
To Verizon's Recomrended Deci sion Conpliant Rate Filing

Note — The adjustnments listed bel ow include the revisions needed
to reflect the nodifications to the Recormended Deci sion

di scussed in the text of the opinion as well as correction of
technical errors found during Staff’s review of Verizon's
Reconmmended Deci sion conpliance filing. The latter are not

di scussed in the text of the opinion.

SWITCHING
1. Al |l ocate 66% of end office (EOQ switch naterial costs to
non-traffic sensitive (NTS) switch UNE's and 34%to traffic
sensitive (TS) switch UNE' s.

INVESTMENT LOADING FACTORS

1. Reduce the denom nator of the land and buil ding factor by
$466, 893,554 to reflect the subtraction of Renote Term nal
equi prent investnent in Account 2232 (Circuit Equi pnent
CPE) per Verizon’s original (2/7/00) workpaper Part H,
section 1, page 1, line 15, colum d.

2. | ncrease the Engineer, Furnish and Install (EF& ) factor
will be increased from30%to 40%?

ANNUAL COST FACTORS (ACF)

1. Reduce the general productivity factors for naintenance and
non-network rel ated expenses from 3% and 12% respectively,
to 2% and 10%

2. Adj ust the Forward Looking to Current Factor (FLC) from 75%
to 65%

! The EF& factors for end office and tandem swi tching should
be cal culated in the manner proposed by Verizon in its
Brief on Exceptions conpliance and the material prices
adopt ed by the Conmm ssion.
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VERIZON NEW YORK INC.
Summary of Conm ssion Adjustnents
To Verizon's Recomrended Deci sion Conpliant Rate Filing

3. For the poles and conduit Network ACF only, reflect
reversal of the Reconmended Decision’s 30% reduction to the
Moves & Rearrangenment (M doll ars.

4. Recal cul ate the Whol esal e Marketing, O her Support and
Net work ACFs so that the denom nators include an estimte
of Splitter Investnent not owned by Verizon.

5. | ncrease the Conmon Overhead ACF to reflect a $60 nmillion
al | onance for Special Pension Enhancenent (SPE) paynents by
i ncludi ng that anount on Verizon s original (2/7/00)
wor kpaper part H, section 3.11, page 4 of 5, line 4.

6. Adj ust the Return, Interest and Federal |ncone Taxes ACF s
to reflect the follow ng cost of capital.

Rat e of

% Cost Return
Debt 35% 7.3% 2.6%
Equity 65% 12.1% 7. 9%
Tot al 100% 10. 5%

7. Adj ust the depreciation ACFs to reflect the depreciation
lives and net sal vage values in Verizon's original (2/7/00)
filing.

8. Use the forward-|ooking cost of capital for the cost of

capital input into the “support capital cost nodel”

LOOPS

1. Reverse the adjustnents that applied the I and and buil di ng
| oading factor to all central office equi pnent investnent.
(See Exhibit 333P [Exhibit AH1 at 1], adjustnment 5, sheets
OSP- 96, OSP-192, OSP-672, OSP-1344, 16CEV, 16 CEMH, 24CEV,
24 CEVMH, PCH 1, PCH 2, IT-RR and | T- CPE)

2. Refl ect one-half the Recomrended Decision’s adjustnents to
normalize the environnental factors used in the |ink cost
cal cul ator.
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VERIZON NEW YORK INC.

Summary of Conmm ssion Adj ustnents
To Verizon's Recomrended Deci sion Conpliant Rate Filing

3. Refl ect one nelded |l oop rate for all | oops based on the
|atest nonth’s UNE-P (I DLC) and UNE-L (UDLC) | ease
guantities.

4. Reverse application of the 4:1 GR303 concentration ratio to
uni versal interfaces and DS-1 central office term nals.

5. Reverse the 100% conduit fill factor for innerducts applied
to conduit containing copper distribution cable.

6. Reduce the power investnent factor input into the |Iink cost
calculator to reflect the appropriate rate (.018085).

HOUSE AND RISER CABLE

1. Decrease the fill factor from60%to 55%

INTEROFFICE TRANSPORT

1. Refl ect the Recomrended Decision’s adjustnent to reflect a
wei ght ed- average di stance of 12 mles between wire centers
(versus 33.4 mles) for Comon (Shared) Transport. See

wor kpaper part B-2, section 3, pages 1 and 2, line 3.
2. Increase the fill factor for dedicated transport from 80%
to 85%

NON RECURRING CHARGES (NRC)

1. For UNE-P ports only, reverse the Recomrended Decision’s
adjustnent to reflect a 2% fallout rate.

2. Refl ect the Recomrended Decision’s adjustnent reducing the
NRC rate for “ADSL Conditioning - Manual Loop
Qualification” and “ADSL Conditioning - Manual Loop
Qualification Expedite” by 25% See Verizon exhibit M
section 1, page 1 of 1.



